ele pepe a score - cere ipar ereretianeess 
SSS Sess See : : = 


fae he 


_ —. 
Narevetatary 
eee 


ate 
cmon eotNee ea 
SS SN : esr a Screens 
SS oe PARA Aa 
bree: ee aes : —— : 


“ 


et 
arr oie 


Deter a 


pes 


atts wags 
ers 


AT nt ay. 


a ia 
= 


ees 





bs ay 
cep uy el sag ee eS a ae 
Aka ee eee 


Digitized by the Internet Archive 
in 2022 with funding trom 
University of Toronto 


https://archive.org/details/31/761114667 751 


t 


aa Mae ih oe 


HOE. Mal ai 
i oe 


AN FO ; 
aly, The 
- 7 _ 


a ee 
' 
it 





ane ? 
i 


on ee 
\ nit if i Fy ; : , 
a , 
th t ; . i 





va ; iv ao! oe ; | Y 


| 
} . j er ; . : J 7 ; i | n{ : | 
i y! | 1 h\ iu k | 1 | 7 is f 7 a hy re ry v, cou way 
| iif i TEL re Ome iach ee 
Hi ay Aye lf i +e sh - Tey A hie wy : t 7 its ee on 
Oar Onert!  oau 


ie The ay m 
Foe ia 


- 
- allt oe ? aii mate re) oie. ia 
i if (am i i i : iJ i i i wil 7 yi Vy an ; ar 4 Z 7 : i ; 7 > | 
Ap : ike Guth ee Manne iy : Tie lin ona Pale Te a Tega! 


7 ee uy i sy, } id. iA ah Pa ey rare Ce . 
er al ve Lal : Pik tA Aa 
SM een ee P ee a 












Q 


Autumn 2003 








ee 


——— 


oo =e 


Members of the Editorial Board 


David Longworth 
Chairman 


M.L.A. Cote 
Pierre Duguay 
Clyde Goodlet 
John Helliwell 
Paul Jenkins 
Sheryl Kennedy 
Tiff Macklem 
John Murray 
George Pickering 
James Powell 
Denis Schuthe 
Jack Selody 


Maura Brown 
Editor 


Senior Management 


Governor 


David A. Dodge 


Senior Deputy Governor 
W. Paul Jenkins 


Deputy Governors 
Mark Carney 
Pierre Duguay 
Sheryl Kennedy 
David Longworth 


General Counsel and Corporate Secretary 
Marcus L. Jewett, OC 


Advisers 

Janet Cosier* 
Clyde Goodlet 
Tiff Macklem 
John Murray 
Bonnie J. Schwab 


Special Adviser 
John Helliwell** 


Internal Auditor 
David Sullivan 


Chief Accountant 
Sheila Vokey 


* Chair of the Board of Directors of the Canadian Payments 
Association 


Visiting economist 


The Bank of Canada Review is published four times a year under the direction of an Editorial Board, which is 
responsible for the editorial content. The contents of the Review may be reproduced or quoted provided that 
the Bank of Canada Review, with its date, is specifically quoted as the source. 


Back issues of the Review and other publications are available on the Bank’s Web site at www.bankofcanada.ca 


ISSN 0045-1460 
5064 
Printed in Canada on recycled paper 





Fiat 


ee 


Bank of Canada — 


Review 


Autumn 2003 





Bank of Canada 
Review 


Autumn 2003 


Articles 
An Evaluation of Fixed Announcement Dates ......... i) 
Recent Labour Market Developments in Canada...... ibs, 


Developments, Issues, and Initiatives 


in Retail. Paviments se 9146 i. ws es oes es nee Wes 
Technical Note: Elimination of Retroactive 
Settlenitentintthe ACSS yo ee ea Sole ee cone es 39 
Speeches 
TitrodUCHOTISR Res Fe, eR Ls 43 
Economic Integration in North America ............. 45 
Fostering Contidencerta..o5.) 42 brads oka et cee ae es Sl 
Announcements 
Bank of Canada Publications ....................... 57 
SUM Mary) LADLES §23 5 ne ees os Bie ve eevee ie nie yale ee Apes 61 


INOteS (O.4NG. baDles en os Ose ie ole eo es 67 


Cover 
Internment Camp Money 


During the Second World War, the Dominion Govern- 
ment detained almost 40,000 individuals in 25 camps 
across Canada. Prisoners ranged from enemy military 
personnel, captured primarily in North Africa, to 
civilians who either because of their racial origins or 
their associations had ties to an Axis country and were 
believed to pose a threat to national security. Although 
their liberty was curtailed, some prisoners were 
allowed to purchase small luxuries, using the sort of 
money pictured on this month’s cover. 


Captured military personnel continued to be paid 
at the appropriate rate for their rank. As the demands 
of the war reduced the availability of labour, some 
prisoners earned extra income by logging or helping 
to harvest the crops. Wages for such work ranged 
from 20 to 50 cents a day. To deter escape, detainees 
were not paid in currency but received small metal 
tokens or paper credit notes, which had no value out- 
side the camp. These could be redeemed at the camp 
canteen for goods such as laundry soap, shaving cream, 
and toothpaste. Prisoners could also purchase ciga- 
rettes or beer, but these were not regularly available 
and were very expensive. A pint of beer cost as much 
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as 25 cents—roughly the equivalent of a half- to a full- 
day’s wage. 


This type of money is not known to have been used in all 
camps. Examples in the collection come from 18 difffer- 
ent facilities located in Alberta, Ontario, Quebec, and 
New Brunswick. Production of the money was not 
centralized, as is evident from the wide variety of 
shapes and forms. Camp commanders were probably 
responsible for arranging its production for their own 
facilities. The designs were simple, in some instances 
consisting of nothing more than a denomination and 
the camp designation, which could be a name or a 
number. Although virtually no emphasis was placed 
on the money’s security, no counterfeits are known to 
have been produced. Denominations typically range 
from one cent to one dollar. Some five-dollar examples 
also are known to exist. 


Pieces pictured on the cover measure from approxi- 
mately one to two inches in width. They form part of 
the National Currency Collection, Bank of Canada. 
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An Evaluation of Fixed 
Announcement Dates 





Nicolas Parent, Financial Markets Department, Phoebe Munro, Communications 


Department, and Ron Parker, Adviser 


¢ The Bank of Canada hoped to meet four key 
objectives when it introduced a new system for 
announcing its decisions regarding the target for 
the overnight rate of interest in late 2000. These 
included reduced uncertainty in financial markets, 
greater focus on the Canadian rather than the 
U.S. economic environment, more emphasis on 
the medium-term perspective of monetary policy, 
and increased transparency regarding the Bank’s 
interest rate decisions. 

¢ Evidence to date suggests that all four objectives 
have been met to a substantial degree. Uncertainty 
has been reduced, and markets now pay more 
attention to Canadian economic data. Market 
participants and the media show greater aware- 
ness of the medium-term perspective in which 
policy decisions are taken, and the reasons for 
the decisions are more transparent. 

e Fixed announcement dates have provided regular 
opportunities for the Bank to communicate its 
views on the state of the Canadian economy to the 
public. This has helped to improve the financial 
markets’ understanding of the broad direction of 
monetary policy and generally to increase public 
understanding of the rationale behind the Bank's 
policy decisions, although the decisions them- 
selves are not always fully anticipated. 


new system of eight “fixed” or pre-specified dates 

each year for announcing decisions on its key pol- 

icy interest rate, the target for the overnight rate. 
After considerable analysis, the Bank had concluded 
that this system of fixed announcement dates (FADs) 
would lead to more effective implementation of mone- 
tary policy. The new arrangement was launched with 
four key objectives in mind: reduced uncertainty in 
financial markets; enhanced focus on the Canadian 
economic context; greater emphasis on the medium- 
term perspective of monetary policy; and increased 
transparency, accountability, and dialogue with the 
public. In this article, we examine the objectives and 
results of the fixed-date strategy to this point, basing 
our assessment on empirical evidence; monitoring 
and analysis of media coverage; and feedback from 
the media, financial analysts, and regional contacts. 


‘: n December 2000, the Bank of Canada introduced a 


Background 


Before November 2000, Bank practice was to announce 
changes to the target for the overnight rate at 9 a.m on 
any business day. Sometimes these announcements 
followed closely on the heels of interest rate decisions 
by the U.S. Federal Reserve, leading Canadian money 
markets to be extremely sensitive to macroeconomic 
developments in the United States compared with 
those in Canada. Between February 1996 and October 
2000, for example, seven of the Fed’s ten interest 
rate changes were immediately followed by similar 
decisions by the Bank of Canada, giving the impres- 
sion that the Bank was simply taking its cue from the 
Fed’s decisions (Aba 2001). This perception prevailed 
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despite the fact that the Bank changed its policy rate 
25 times in total during this period. : 


Further to this tendency to confuse the Bank of Canada’s 
decision-making process with that of the Fed, there 
were relatively few scheduled opportunities for com- 
munication during the year. This limited the number 
of occasions when the Bank could update the public 
on its policy thinking (Vayid 2002). As well, since 
there were no fixed dates for decisions, there were 
fewer occasions to achieve internal consensus on what 
the Bank would say publicly. One result of this approach 
was that, from time to time, the Bank was criticized by 
the media and the markets for perceived missteps in 
its public communications. The Financial Post reported 
in September 1997, for example, that “the Bank of 
Canada’s credibility is coming under intense scrutiny. . . 
[Governor] Thiessen now runs the risk of being seen 
as ‘crying wolf’ if he does not raise rates.” And, “Of 
course, the central bank cannot telegraph its intentions 
in the markets. But Thiessen, though his desire to 
communicate is admirable, should be more careful not 
to keep stoking expectations.” 


Towards the end of 2000, the Bank addressed these 
issues by adopting a fixed schedule for announcing 
interest rate decisions (Thiessen 2000). Henceforth, 
decisions would be announced on eight pre-set dates 
every year, at 9 a.m., always accompanied by a press 
release explaining the reasons behind the decision. In 
the event of extraordinary circumstances, the Bank 
reserved the right to make announcements outside the 
schedule. 


Before embarking on the new system, the Bank con- 
ducted a series of consultations with financial markets 
and the public. The results showed general support 
for fixed dates, with a preference for Tuesdays so as 
not to interfere with the Wednesday bond auctions. 
Respondents also wanted to stay with the 9 a.m. time, 
believing that this would ensure consistency with the 
Bank’s past practice. 


After working with this system for the past two and a 
half years it is time to ask if the Bank has met its objec- 
tives for fixed announcement dates. 





1. In fact, in the year before fixed dates were adopted, the Bank matched all 
the decisions taken by the Fed, which reinforced the perception that the Bank 
was simply following the Fed. 


2. This action was taken in a context in which fixed announcement dates 
were increasingly viewed as the international norm. The Bank of England, the 
Bank of Japan, and the European Central Bank had recently adopted some 
form of fixed-date system. 
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Reduced Uncertainty 
in Financial Markets 


The first objective in adopting fixed announcement 
dates was to reduce uncertainty in financial markets 
regarding the timing of policy announcements. This 
represented an important development for market 
participants, since the overnight rate is the Bank’s key 
policy instrument for influencing short-term interest 
rates and other asset prices. When the Bank changes 
the target for the overnight rate, the change usually 
affects other interest rates, including mortgage rates 
and prime rates charged by commercial banks. Knowing 
that the Bank would only make changes on specific 
announcement dates would allow participants to plan 
ahead without wondering daily whether the Bank 
would change its target for the overnight rate. 


Empirical evidence discussed in this section shows 
that the reduced uncertainty as to the timing of future 
decisions by the Bank has improved the pricing effi- 
ciency of Canadian money markets. It also appears 
that making interest rate announcements on fixed 
dates may have contributed to the development of 
new financial instruments. 








Empirical evidence . . . shows that the 
reduced uncertainty as to the timing 
of future decisions by the Bank has 
improved the pricing efficiency of 
Canadian money markets. 


One concern expressed by some respondents during 
the consultation period in the autumn of 2000 was 
whether volatility in foreign exchange and debt markets 
might ensue if the Bank’s announcement date was set 
too far apart from the Fed’s. The Bank believed, how- 
ever, that once the calendar was established, market 
players would make the necessary adjustments so that 
markets would not experience a rise in volatility. The 
Bank also believed that a reasonable interval is neces- 
sary to permit more attention to be focused on Cana- 
dian economic fundamentals and circumstances in the 
period leading up to, and following, the Bank’s inter- 
est rate announcements. In the event, markets have 
adjusted smoothly to the change, incorporating 


announcements from the Fed into their expectations 
for actions by the Bank of Canada, just as they would 
for any other relevant news. 


Eliminating the 9 a.m. watch 


One consequence of adopting fixed announcement 
dates was the elimination of the so-called “9 a.m. 
watch.” On mornings when the announcement of a 
change to the overnight rate was thought to be partic- 
ularly likely, trading slowed to a snail’s pace because 
currency and bond traders tended to avoid trading 
until after 9 a.m. The low level of liquidity noted in 
markets on those mornings was problematic for mar- 
ket participants, since prices were less representative, 
and it was harder to conduct business at low cost. By 
adopting the fixed-date approach, the Bank has elimi- 
nated the 9 a.m. watch (except on announcement 
days), so that markets now work more efficiently 
around that time. 


Impact on money market instruments 


The decrease in uncertainty has made it easier to price 
financial instruments with short terms to maturity 
(less than one year), since they are closely linked to the 
Bank’s target overnight rate. Johnson (2003) examined 
the impact of the new system on the very short end of 
the term structure (the “money market”) by testing 
the expectations hypothesis before and after the 
implementation of fixed announcement dates. His 
results suggest that the prices observed in financial 
markets have become more consistent with theoretical 
models that attempt to explain how interest rates 
should move in relation to each other. The expectations 
hypothesis now appears to be a reasonably accurate 
representation of the mechanics of the short end of the 
Canadian yield curve. One explanation for this change 
suggested by Johnson is that the fixed announcement 
dates have helped to reduce errors related to expecta- 
tions in the pricing of short-term assets. 


While the new system is not the only reason for the 
reduced volatility of interest rates, Johnson shows that 
the observed change dovetails with its adoption. This 
represents an important development in Canadian 
financial markets, since reduced expectational errors 
in pricing money market assets is likely to improve 
market efficiency. Moreover, it is now possible to derive 
financial expectations for future policy moves with 
greater confidence.? 


3. Financial market expectations represent one element of the information 
that the Governing Council monitors when making its decision. 


Development of new financial instruments 


Because of the reduced uncertainty surrounding 
short-term interest rates associated with fixed 
announcement dates, market participants seem to 
have greater confidence in the prices of certain instru- 
ments. This increased confidence has been associated 
with a rapid increase in the volume of the Overnight 
Indexed Swap market (OIS) and the development of 
the ONX contract on the Montreal Exchange. The OIS 
is a fixed/floating swap in which the floating rate is 
tied to a daily overnight reference rate. The ONX is an 
exchange-traded version of the OIS. 


The OIS contract was introduced in March 1999; anecdo- 
tal evidence suggests that the adoption of the fixed- 
date approach by the Bank in 2000 added to the popu- 
larity of this product. The higher volume of trading in 
this instrument has improved its reliability for meas- 
uring interest rate expectations. 


Enhanced Focus on the Canadian 
Economy 


The second objective of the new system was to focus 
the attention of market participants and the general 
public on economic and financial conditions in Canada. 
In addition to empirical evidence presented below, 
analysis of media coverage suggests that when financial 
markets and the media are forming their views of policy 
interest rate decisions, they now pay more attention to 
the economic environment in Canada, especially in 
the periods just prior to and following interest rate 
announcements. 





Analysis of media coverage suggests 
that when financial markets and the 
media are forming their views of 
policy interest rate decisions, they 
now pay more attention to the 
economic environment in Canada. 








Over the two-year period before the introduction of 
fixed dates, monetary policies in Canada and the 
United States were strongly correlated, owing to the 
convergence in the business cycles of the two coun- 
tries (see Chart 1). While there are often good reasons 
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Chart 1 
Official Interest Rates 


United States 


| a) 











ine) 
i) 


1996 1997 1998 1999 2000 


for the two countries to adopt a similar policy stance, 
the Bank was concerned during this period that finan- 
cial markets and the general public were perceiving 
Canadian monetary policy as being overly influenced 
by that of the United States. As well, market partici- 
pants and others tended to focus principally on U.S. 
economic developments. This situation presented 
problems, as the Bank and the markets were focusing 
on different information. In that context, markets 
could be surprised more often by decisions taken by 
the Bank and may have questioned the rationale 
behind those decisions, giving rise to communication 
challenges for the Bank. 


Parent (2002-2003) examined whether the introduction 
of fixed announcement dates has increased the focus 
of market participants on Canadian macroeconomic 
data, using tests based on the theory of efficient mar- 
kets, which predict that the prices of financial instru- 
ments will always reflect available information. Thus, 
when markets are efficient, short-term interest rates 
should adjust almost instantaneously after the release 
of data that modify financial market expectations of 
monetary policy. He found that Canadian data did not 
have a significant impact on short-term interest rates 
before the implementation of the new system.* Indeed, 
only U.S. macroeconomic data had a significant impact 
on Canadian rates between 1996 and 2000. More 
specifically, U.S. economic factors, including indus- 





4. At the 1 per cent level, no coefficient associated with Canadian announce- 
ments is significantly different from zero. 
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trial production, the ISM index,’ non-farm payrolls, 
and retail sales were found to have an impact on both 
the BAX 3-month futures contract, which is based ona 
Canadian banker’s acceptance (BA), and the two-year 
interest rates. 


Results obtained from the period following the adoption 
of fixed announcement dates suggest that Canadian 
macroeconomic data now have a significant impact 
on both BAX and two-year interest rates. Canadian 
employment numbers and Canadian retail sales now 
seem to be the variables that affect BAX contracts. U.S. 
macroeconomic indicators are no longer statistically 
significant, indicating that market participants focus 
less on developments south of the border and more on 
Canadian data.® 


The fixed-date regime may not be the only cause, 
however. An alternative explanation is that the recent 
divergence in economic performance between Canada 
and the United States may have encouraged market 
participants to focus more on Canadian economic con- 
ditions. Recent differences in the economic growth 
and inflation profiles between Canada and the United 
States have underscored the importance of focusing 
on the “made in Canada” factors along with interna- 
tional developments affecting the broad stance of 
monetary policy. For example, with financial markets 
paying more attention to Canadian data, the decision 
to raise rates in the first half of 2002, while the Fed was 
still in an easing mode, did not come as a surprise. 


In terms of media reaction, the enhanced focus on the 
Canadian economy appears to have been largely suc- 
cessful in the periods immediately preceding and fol- 
lowing each fixed announcement date. There is 
extensive media commentary in anticipation of the 
Bank’s decision, including regular polling of private 
sector economists by a number of wire services, and 
post-FAD analysis by media, markets, and interna- 
tional observers. This coverage has raised the profile 
of Canadian monetary policy and has contributed to 
greater awareness of Canadian economic issues. 





5. The Institute for Supply Management (ISM) index, formerly the National 
Association for Purchasing Management (NAPM), is based on a national sur- 
vey of manufacturing activity. 


6. The regressions have been re-estimated with data up to February 2003. In 
the regression using BAX as the dependent variable, these two variables are 
significant at the 1 per cent level. When the dependent variable is the two- 
year interest rate, only Canadian retail sales and U.S. industrial production 
are statistically significant. 





Canadian macroeconomic data now 
have a significant impact on both 
BAX and two-year interest rates. 








Regular analysis of media coverage undertaken by the 
Bank suggests that, by and large, the key monetary 
policy messages are being captured and communicated 
to financial market participants and through the media 
to the general public. It is also clear that the media 
now draw a distinction between Canadian and U.S. 
economic conditions. For example, writing in the The 
Globe and Mail, Bruce Little (2002) noted that “our 
economy has followed a different path than that of the 
United States. There, Fed chairman Alan Greenspan 
has sounded enough cautionary notes that some ana- 
lysts think he won’t begin raising rates until as late as 
August, by which time the Bank of Canada will probably 
have notched up another two increases.” He went on to 
note that “what happens in the U.S. affects Canada, but 
Canada’s economy is not a clone of the U.S. economy.” 


In a similar vein, Joel Baglole of The Wall Street Journal 
(2002) wrote, “Mr. Dodge has steered an independent 
course from the U.S. Federal Reserve, blunting argu- 
ments by skeptics who say the central bank has little 
leeway to tailor interest rates to Canada’s economic 
needs.” 


Emphasizing the Medium-Term 
Perspective 


The third objective was to increase the emphasis on 
the forward-looking nature of monetary policy. It was 
hoped that this would increase awareness among the 
general public and financial market participants that it 
takes a period of 18 to 24 months for monetary policy 
actions to have their full impact on the economy and 
inflation. The system of fixed announcement dates has 
helped to reinforce this medium-term perspective by 
providing a regular opportunity for the Bank to relate 
recent economic and financial developments to the 
underlying trends over a longer period. 


Although there has been some success in this regard, 
this objective still poses a significant challenge, as both 
the markets and the media are typically focused on 
the immediate future. Evidence of some movement 
towards a longer-term perspective was provided by 
The Globe and Mail's Bruce Little (2002), who wrote, 


“Timely means moving soon enough to prevent infla- 
tion from breaching the Bank’s 2 per cent target. 
Because it takes five to seven quarters for rate changes 
to affect inflation, and since the Bank figures inflation 
will be at 2 per cent at the end of next year, the Bank 
has to begin moving its rate now, regardless of what 
the U.S. Federal Reserve Board has in mind.” 





While the Bank makes every effort to 

be flexible in its communications, an 

inherent tension remains between the 
short-term perspective of the media 
and the financial markets and the 
longer-term objective of monetary 


policy. 


This nascent recognition of a medium-term perspec- 
tive is promising, though far from widespread to date. 
While the Bank makes every effort to be flexible in its 
communications, an inherent tension remains 
between the short-term perspective of the media and 
the financial markets and the longer-term objective of 
monetary policy. The Bank’s continuing communication 
challenge is to keep emphasizing the medium-term 
horizon of 18 to 24 months since, for the media, market 
watchers, and market participants, a week or a month 
may be a very long time. 


Enhanced Transparency, Accountability, 
and Dialogue with the Public 


The fourth objective concerned the communication of 
monetary policy. The growing role of communication 
in monetary policy since the adoption of inflation tar- 
gets in 1991 reflects a fundamental change in the way 
that monetary policy is approached and conducted. 
This change is based on the recognition that transpar- 
ency and more open communication can help to 
explain to Canadians why and how the Bank makes 
its decisions, making monetary policy more under- 
standable to the public, and hence more credible. 


One method for improving the conduct of Canadian 
monetary policy has been to increase transparency in 
Bank communication, by providing the public with 
more frequent and regular accounts of the Bank’s 
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views on the Canadian economy. The move to the 
fixed announcement dates has indeed created new 
occasions to communicate by enabling the Bank’s 
communication strategy to be built on a year-round 
program of planned events. 


This has helped in a number of ways. 


Regular and consistent communication helps to put 
the Bank and financial markets on the same wave- 
length with respect to the broad direction of monetary 
policy. If the Bank does a good job of communicating 
its outlook and the key risks in the period ahead, there 
tends to be less volatility in financial markets and a 
smoother, more rapid incorporation of any shifts in 
policy into interest rates and exchange rates (Jenkins 
2001). Parent (2002-2003) found some empirical evi- 
dence that fixed announcement dates have improved 
the predictability of Bank of Canada decisions. Before 
the adoption of fixed dates, changes in the target for 
the overnight rate had a significant impact on BAX 
and on two-year interest rates, indicating that mone- 
tary policy decisions represented a surprise in terms 
of timing and also a change in longer-term expecta- 
tions for monetary policy. The opposite result was evi- 
dent after the implementation of the new system, 
signaling that market participants’ ability to predict 
monetary policy measures had improved and indicat- 
ing that the higher level of transparency helps the 
Bank and financial markets to share a common view 
with respect to the general direction of interest rates. 


While the Bank firmly believes that monetary policy 
works better when everyone understands its broad 
thrust, this does not mean that market views will 
always coincide with those of the Bank. For example, 
the Bank’s decision to hold interest rates unchanged 
on 4 September 2002 seemed to catch market watchers 
by surprise, leading to some confusion as to what 
transparency actually meant. For some commentators, 
it appeared to mean “conditioning,” or fine-tuning 
markets, which the Bank has been careful to say it 
does not do. 


As Governor Dodge said in a speech delivered in Win- 
nipeg in January 2002, “With our press releases, peri- 
odic reports, and speeches, we try to explain our 
thinking. In doing so, we hope to help Canadians, 
including those in the financial markets, anticipate the 
general direction of monetary policy.” Deputy Governor 
Sheryl Kennedy, speaking to the Financial Markets 
Association of Canada in November 2002, elaborated 
on this point, “We do not try to fine-tune market 
expectations about our interest rate decisions just 


before we take them.We cannot send a signal in 
advance, because we just don’t know ahead of time 
what the decision will be.”” In August 2003, Ms. 
Kennedy told a group of economists that, “It’s up to 
others, including markets, to form their own views 
about the precise future path of interest rates. We do not 
try to fine-tune market expectations or to provide 
guidance as to what our near-term interest rate deci- 
sions will be for any specific announcements” 
(Kennedy 2002, 2003). 


Despite some confusion over what constitutes trans- 
parency, the fixed-date process, with its regular and 
consistent communications, has worked to improve 
public understanding of what the Bank is trying to do, 
thereby increasing the chances of achieving the infla- 
tion target with as little economic disruption as possi- 
ble. If market participants and members of the public 
believe that action will be taken to ensure that infla- 
tion remains close to the 2 per cent target, they are 
more likely to make economic decisions based on that 
expectation. The net effect is a more stable macro- 
economic environment. 


A consistent communication process also reinforces 
the Bank’s accountability and hence its credibility. As 
a public institution with a high degree of autonomy 
for the conduct of monetary policy, the Bank has an 
obligation to let Canadians know how well it is doing 
its job. A specific agreed-upon inflation target pro- 
vides a clear basis for measuring performance. Full 
accountability requires that the Bank provide the public 
with the information it needs to understand its policy 
objectives, the factors it takes into account in making 
decisions, and its progress in meeting the objectives. 


Fixed announcement dates have given the Bank a reg- 
ular opportunity to bring Canadians up to date on its 
views about the economy. On every fixed announce- 
ment date, the Bank issues a press release explaining 
its decision. These releases work with the Monetary 
Policy Report (MPR), the Updates to the MPR, and 
speeches by senior bank officials in which the Bank 
presents its analysis and explains its actions to help 
Canadians, including those in financial markets, antic- 
ipate the general direction of monetary policy. 





7. As discussed in Macklem (2002), the Governing Council receives most of 
the information relevant to the medium-term outlook for the economy and 
inflation in the two weeks preceding each announcement date. Policy deci- 
sions are based on this analysis, which only comes together just before the 
announcement is made. Given this decision-making process, it is not possible 
to condition market expectations in advance. 
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In the process of making the messages more transpar- 
ent, the medium itself has also changed. Since fixed 
dates were introduced, the press releases have evolved, 
becoming more focused and generally shorter, provid- 
ing a brief explanation for the interest rate decision. 
For a more complete analysis, the public is typically 
referred to the MPR and the MPR Update. The interval 
between the announcement and publication of the 
MPR has also been shortened, to ensure the timeliness 
of the communication of the analysis. 





The fixed announcement dates have 
provided the basis for more regular 
commentary by analysts and the 
media, and for expanded public 
outreach. 


In addition to enhancing transparency and helping 
the public to better understand the Bank’s actions, the 
fixed announcement dates and documents related to 
them have provided the basis for more regular com- 
mentary by analysts and the media, and for expanded 
public outreach. They have also helped to bring about 
something of a two-way dialogue with key audiences 
and commentators. For example, in September 2003, 
the C.D. Howe Institute established a Monetary Policy 
Council. Made up of 12 of Canada’s most prominent 
monetary and financial market economists, the Coun- 
cil’s goal is to provide the Bank of Canada, financial 
market participants, and economic analysts with an 
independent assessment of the appropriate stance of 
Canadian monetary policy. To this end, it issues a bul- 
letin shortly before each fixed date, announcing each 
Council member’s view of the target for the overnight 
rate along with a summary council judgment of the 
individual votes. 


Since the Bank did not conduct a systematic media 
analysis before fixed announcement dates were 
adopted, it is not possible to do an exact before-and- 
after comparison of media coverage. Over the last two 
years, however, coverage has more than doubled in 
some instances. There has also been more in-depth 
media analysis of the reasons behind the decision- 
making process, reflecting a better understanding of 
the Bank’s thinking on monetary policy. A brief sam- 


pling of media reaction demonstrates how the 
approach is working. 


“For most of the past decade, the Bank has been striv- 
ing for greater transparency in its operations. When 
financial markets understand how the Bank is thinking 
and how it views the unfolding drama of economic 
activity, so the reasoning goes, they will operate more 
smoothly and intelligently. If that’s the goal, the Bank 
may have reached transparency nirvana” (Little 2002). 


In the Financial Post on 18 March 2002, Jacqueline 
Thorpe wrote, “Mr. Dodge has embraced the ‘trans- 
parency’ craze that has swept the world’s central 
banks. . . . (he) became the first central bank governor 
to admit that interest rates might have to go up by 
summer as the economy rebounds from its slump” 
(Thorpe 2002). 


Such transparency has not come without costs. Mar- 
kets and the media now pay close attention to every 
word in the Bank’s statements, sometimes resulting in 
confusion. For example, in June 2002, the press release 
did not mention “upside and downside risks,” while 
the July press release and the MPR Update did. This 
led some analysts to wonder whether there was a 
message that the Bank was trying to convey by this. 
Similarly, in its announcement of the April 2003 decision 
to raise its policy rate, the Bank dropped the phrase 
“further reduction in monetary stimulus will be neces- 
sary,” reducing the emphasis on the need for further 
tightening in the near term. When the phrase reap- 
peared in the MPR a week later, the added qualifier 
“over time” went largely unnoticed, leading to further 
confusion among observers as to what the Bank was 
telling them. From examples such as these, it is proba- 
bly safe to conclude that, while the media and markets 
are better informed and more aware of the Bank’s 
monetary policy framework, there are also the risks of 
occasional confusion about the Bank’s key messages. 
In general, however, it seems that the fixed-date 
approach has helped the Bank to increase public 
understanding of its thinking and its views. 


Despite best efforts, transparency and 
clarity will continue to pose 
challenges for the Bank and, indeed, 
for all central banks. 
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Of course, despite best efforts, transparency and clar- 
ity will continue to pose challenges for the Bank and, 
indeed, for all central banks. The Bank will continue to 
work to ensure that all stakeholders share a clear and 
common understanding of its language and concepts. 
This means repeating the length of the timeframe (the 
medium-term perspective of 18 to 24 months), the for- 
ward-looking orientation of monetary policy, and the 
conditional nature of its statements (Vayid 2002). 


Ancillary Benefits 


The fixed-date approach has also brought improve- 
ments to internal Bank of Canada processes support- 
ing monetary policy decision-making and com- 
munication.” It has improved the development and 
presentation of all the information and analysis perti- 
nent to the decision-making process. Before the intro- 
duction of fixed announcement dates, staff prepared 
quarterly projections, as well as risk and alternative 
policy scenarios following the release of the National 
Accounts data by Statistics Canada. In addition, 
roughly midway between the complete projections, 
staff provided an assessment of the near-term outlook, 
based on data received over the intervening period, 
and assessed the implications for the stance of mone- 
tary policy. However, because monetary policy deci- 
sions could be made on any business day, the timing 
of the policy rate decision was largely influenced by 
tactical considerations and the decision did not 
always benefit from a detailed economic analysis. 
Fixed announcement dates have eliminated these 


8. See Macklem (2002) for a description of the decision-making process. 
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Recent Labour Market 
Developments in Canada 





Richard Dion and Bill Laur, Research Department 


¢ In 2002 and early 2003, both employment and 
labour force participation increased at an 
unusually rapid pace compared to domestic 
economic activity. 

e Around mid-2003, employment growth came to 
an abrupt halt in concert with a substantially 
slower pace of economic activity. This pause is 
expected to be transitory, since an anticipated 
pickup in output growth should stimulate 
employment. However, given the strength in 
employment relative to economic activity in the 
past year and a half, employment growth may 
initially be moderate relative to output gains. 


e Employment has adjusted to significant monetary 
stimulus and fiscal expansion, as well as to an 
uneven economic recovery in the United States. 
Facing a rapidly increasing supply of workers 
interested in part-time jobs and possibly reacting 
to uncertainty about short-term growth prospects, 
firms relied on part-time work to an unusual 
degree. This shift in the composition of employ- 
ment contributed to a reduction in the length of 
the average workweek in 2002. As a result, labour 
input progressed at a rate that was markedly 
slower than for employment and more in line with 
its historical relationship to output growth. 


e Much of the rise in labour force participation since 
late 2001 reflects a faster rate of increase in the 
participation rate of the 55 and older age group. 
The increased supply of labour helped to moderate 
overall wage growth. 


anada’s labour market recorded a very 
different performance between the first 
and second halves of the 1990s. Slow 
employment growth and declining labour 
force participation rates prevailed in the first half of the 
decade, along with weak output growth and industrial 
restructuring. It was only well into the second half of 
the 1990s that robust employment growth was sus- 
tained in a context of vigorous output gains and a 
resumption of public sector hiring. By the late 1990s, 
strong employment growth was accompanied by a 
marked rebound in labour force participation, and, 
by 2000, the unemployment rate had declined to its 
lowest level in over 20 years. Then, the economy 
slowed markedly, owing mainly to the recession in the 
United States. As a result, employment growth 
stalled, and the unemployment rate began to increase. 


The slowdown was brief, however, as 2002 saw a 
return to more vigorous output growth and a resump- 
tion of the exceptional rates of increase in both employ- 
ment and in labour force participation. In fact, while 
employment growth decelerated markedly during the 
first half of 2003, owing to a substantially slower pace 
of economic activity, the cumulative increases in 
employment and participation since the end of 2001 
have been unusually large compared with the output 
gains. 


In this article, we focus on developments in the Cana- 
dian labour market over the past year and a half.! We 
begin by highlighting the role of Canadian monetary 
and fiscal policies, U.S. economic growth, and sectoral 
shocks in the evolution of output and employment. 
We go on to explain why gains in employment have 
been unusually large, relative to output growth, 





1. The article is based on data up to August 2003. The end of the reference 
period for all quarterly calculations is June 2003, unless stated otherwise. 
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compared to gains in total hours worked. We then 
discuss what drove up the participation rate over the 
period. Finally, we examine how the unemployment 
rate has adjusted as a result of these developments in 
demand and supply. We conclude with some com- 
ments on potential implications for the short term. 


Main Sources of Employment 
Growth 


In the 18 months leading up to mid-2003, the Canadian 
economy generated over 600,000 new jobs. The ratio 
of employment to the working-age population rose to 
a peak of 62.4 per cent in the first quarter of 2003. These 
employment gains resulted from a strong expansion 
in domestic demand, which was supported by mone- 
tary and fiscal stimulus. As well, an uneven U.S. 
recovery first stimulated and then depressed employ- 
ment in export-related industries. 





These employment gains resulted 
from a strong expansion in domestic 
demand, which was supported by 
monetary and fiscal stimulus. 





Low interest rates in 2002 stimulated demand for 
housing and consumer durables, creating demand for 
labour in construction, real estate, and segments of 
retail and wholesale trade, as well as manufacturing of 
building materials and home furnishings. Employ- 
ment in ancillary services such as architectural and 
engineering services also increased at a robust pace, 
given new housing developments and the need to 
provide supporting infrastructure. 


Canadian fiscal policy was more expansionary in 2001 
and 2002, as indicated by the Organisation for Economic 
Co-operation and Development (OECD) measure of 
the general government primary surplus.” Increases 
in the fiscal stimulus stemmed from various initia- 
tives, including a reduction in personal income taxes 
and increased spending on health care, education, and 





2. OECD (2003) estimates of the cyclically-adjusted primary surplus for Canada 
fell from 5.5 per cent of potential output in 2000 to 4.6 per cent in 2001 and 
3.2 per cent in 2002. 


security. Income tax reductions supported household 
spending, and hence employment gains in consumer- 
related industries, while the higher expenditures on 
health and education translated into substantial 
increases in employment in those areas of the public 
sector. Moreover, employment in public administration 
advanced at a more rapid pace than in earlier periods, 
likely reflecting in part increased hiring to enhance 
security. All in all, the direct effects of increased gov- 
ernment spending may have accounted for more than 
one-third of the rise in total employment over the 
period 1Q02 to 2Q03.° 


Following a relatively mild recession in 2001, the 
U.S. economy began a rather uneven recovery that 
was buffeted by a series of shocks, including the 

11 September attacks, corporate accounting scandals, 
sharp movements in stock prices, higher oil prices, 
and increased geopolitical uncertainty related to the 
war in Iraq. Not surprisingly, Canadian export volumes 
also experienced a choppy recovery in 2002 before 
dropping again around year-end. As a result, employ- 
ment in the manufacturing and transportation indus- 
tries started falling in 4Q02 following substantial gains 
over the previous three quarters. In the manufacturing 
sector, employment in the transportation equipment, 
computers and electronic equipment, chemicals, and 
textiles industries experienced significant declines. In 
contrast, employment in the wood industry grew at a 
very strong pace, supported by buoyant residential 
construction in both the United States and Canada. 


Employment growth came to an abrupt halt around 
mid-2003 as sectoral shocks and the slow U.S. recovery 
depressed economic activity. For example, concerns 
over severe acute respiratory syndrome (SARS) have 
reduced travel spending and led to cuts in employ- 
ment in the accommodation and food services indus- 
try. As well, reduced activity in the animal-slaughtering 
sector as a result of the single case of bovine spongi- 
form encephalopathy (BSE) in Canada caused layoffs 
in this industry. More generally, the decline in economic 
activity in the second quarter of 2003, which was con- 
centrated in the goods-producing sector and was 
affected by a fall in U.S. industrial production, gave rise 
to marked declines in employment in manufacturing 
and transportation services. Total employment edged 
down in both July and August as a result of job losses 
in the services sector. Growth should nevertheless 





3. Employment in the education, health and social assistance, and public 
administration sectors rose by 226,000. 
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resume as the external environment improves and the 
domestic economy strengthens. 


Why Employment Has Been Strong 
Relative to Output 


Employment progressed at an annualized average 
quarterly rate of 2.7 per cent, the same pace as GDP, in 
the year and a half leading up to mid-2003. This devel- 
opment is unusual by historical standards, since out- 
put typically outpaces employment (Chart 1).* A key 
factor explaining the strength of employment relative 
to output is the composition of the employment gains. 
While employment in both the full-time and part-time 
categories experienced a vigorous expansion, a salient 
feature of the recent period is the unusually large con- 
tribution from part-time work.” In fact, part-time 
employment accounted for 33 per cent of the total 
increase in employment from 1Q02 to 2003, which 
was nearly twice the share of part-time jobs in total 
employment at the end of 2001 (Table 1). The 
increased proportion of part-time employment 
resulted in more workers than usual being required to 
accommodate output growth, since on average each 
worker worked less hours per week. Indeed, there 
was a significant decrease in the length of the average 


Chart 1 
Growth in Real GDP and Employment 


Quarterly at annual rates 
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Source: Labour Force Survey and National Income and Expenditure Accounts, 
Statistics Canada 





4. From 2Q76 to 4Q01, employment and output grew an annualized average 
quarterly rate of 1.7 and 2.9 per cent, respectively. 


5. Part-time employment is defined as less than 30 hours at main job. 


Table 1 


Proportion of Employment Growth by Age and Type 
of Work 


Per cent 


ees 


Category Annualized Share of Share of 
average quarterly employment _ total 
growth change employment 
1Q02 to 2Q03 1Q02 to 2Q03 4001 

Total employment De 

Full-time 2.0 67.0 82.0 
Part-time 5.0 33.0 18.0 
Total young workers 
(ages 15-24) 3.0 17.0 15.0 
Pull-time* 2.0 7.0 8.0 
Part-time* 4.0 11.0 7.0 
Total prime age workers 
(ages 25-54) 1.0 33.0 74.0 
Pull-time* 1.0 27.0 65.0 
Part-time* 2.0 7.0 9.0 
Total older workers 
(ages 55+) 12.0 50.0 11.0 
Full-time* 11.0 35.0 9.0 
Part-time* 16.0 14.0 2.0 


eee 
* May not sum exactly because of independent seasonal adjustment 
Source: Labour Force Survey, Statistics Canada 


workweek during 2002. As a result of this decrease, 
total hours worked (labour input) progressed at a 
markedly slower rate than employment and more in 
line with its historical relationship to output growth. 





The increased proportion of part-time 
employment resulted in more workers 
than usual being required to 
accommodate output growth, since on 
average each worker worked less 
hours per week. 





The substitution towards part-time employment 
occurred not only in the service industries, such as 
accommodation and food services, where this form of 
work usually predominates, but also in industries in 
which part-time employment is traditionally small, 
such as manufacturing; transportation; and finance, 
insurance, real estate, and leasing (FIREL). Moreover, 
the increase in part-time employment was concen- 
trated in permanent, rather than seasonal, term, or 
casual jobs. 
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To a large extent, the strong gains in part-time employ- 
ment reflected voluntary choices by workers. Indeed, 
an unusually high percentage of the increase in part- 
time employment came from workers aged 55 and 
over, and more than 80 per cent of these workers prefer 
part-time work to full-time work (Table bye 


At the same time, firms may have been motivated to 
hire part-time employees because of increased uncer- 
tainty over the short-term prospects for aggregate 
demand conditions caused by the series of shocks that 
hit the U.S. economy. The possible impact of uncer- 
tainty on firms’ hiring decisions is underscored by the 
much faster rise in part-time employment than full- 
time in the United States from 1Q02 to 2Q03, based on 
Current Population Survey data. Firms can increase 
their labour input by increasing full-time or part-time 
employment or by increasing hours of existing workers. 
Uncertainty may have motivated firms to use part- 
time work because of the possibly lower fixed costs of 
doing so compared to full-time work. As the economic 
recovery takes hold and uncertainty is reduced, the 
proportion of full-time employment should increase, 
which could result in slower employment growth 
than in the recent period. 


Another factor favourable to the strong growth of 
employment was the moderate pace of wage increases, 
which provided an incentive for firms to use labour to 
accommodate output growth. In the 18 months before 
mid-2003, compensation per hour in the business 
sector increased at an annualized average quarterly 
rate of 2.1 per cent. This subdued progression partly 
stemmed from a sharp rise in the labour force partici- 
pation rate that had the effect of boosting labour sup- 
ply, thereby stemming potential pressures on wages 
arising from continuing demand for labour. 


Labour Supply 


After falling more or less continuously over the early 
1990s, the labour force participation rate began a 
recovery in 1996 that accelerated markedly after 2001, 
propelling the participation rate to a new all-time high 
in 2Q03 (Chart 2). To a large extent, this profile reflects 
that of the 55 and older age group (Table 2), which 
accounted for over 80 per cent of the 1.4 percentage 
point increase in the aggregate participation rate over 
the 1Q02 to 2Q03 period. Increases in the participation 





6. Reasons for the increase in labour supply from the 55 and over age group 
are discussed later in the article. 


Chart 2 
Total Participation Rate 


Per cent 
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Source: Labour Force Survey, Statistics Canada 


rates and employment ratios of the young age group 
(15-24) have also been noteworthy since the late 
1990s, but on balance did not get much stronger in the 
past 18 months.’ As for the prime age groups (25-54), 
their participation rates have been on a steady course 
since the mid-1990s: rather flat in the case of men and 
rising in the case of women (Chart 3). 


Table 2 
Contribution to Aggregate Participation Rates 


Sn nn SEEN EEE ED 























Age group Participation rate Contribution to 
(per cent) participation rate change 
(percentage points) 
4096 4Q01 2Q03 
1Q97 to 4Q01 1Q02 to 2Q03 
ne 
Males 
15-19 48. 52:7 54-4 0.12 0.04 
20-24 (QN  WABAL  Ieiiles! (0.05) 0.09 
25-54 907, oe Oey, (0.25) (0.18) 
Sieh 32.2 343 38.0 0.49 0.61 
Females 
15-19 46.8 52.5 54.8 0.17 0.06 
20-24 Teel Whesy 7H) 0.01 0.11 
25-54 Hees EMI tel 0.36 0.15 
55+ 16:5 19:8 2320 0.59 0.56 
Total participation rate 64.6 66.0 67.5 14 14 
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Source: Labour Force Survey, Statistics Canada 





7. Employment ratio is defined as employment divided by working-age 
population. 
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Chart 3 
Participation Rates and Employment Ratios 


Per cent 
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The 55 and older age group accounted 
for over 80 per cent of the 1.4 
percentage point increase in the 
aggregate participation rate. 





Participation rates differ considerably by age and 
gender and are influenced by a wide range of factors. 
Among them are employment conditions as related to 
cyclical movements in labour demand, which have the 
greatest impact on the young population, and two 
structural factors: changes in personal wealth and 
cohort effects, or the tendency of newer cohorts to 
have higher participation rates than earlier cohorts as 
a result of better education, the cumulative effects of 
socio-economic changes, and other factors.® Cohort 
effects have influenced the participation rates of 
women most. 


Since 1996, the rise in the participation rate of the 
55 and over group appears to have largely reflected a 
strong cohort effect likely arising from higher educa- 
tion levels and greater skill diversity. In addition, 
improved employment conditions probably played 
some role in the recovery of this group’s participation 
rate, as evidenced by a marked decline in the number 
of discouraged workers and those awaiting recall 
among the 55 and over group. As well, industrial 
restructuring and the associated skill mismatch, which 
likely contributed to depressing the participation rate 
of the men 55 and over in the early 1990s, was in all 
likelihood no longer a significant factor in the late 
1990s.” Changes in personal wealth may also have 
influenced the participation of the 55 and over a 
group, but not in the same direction all the time. 
example, this group increased their wealth over the 
1990s, owing mainly to increases in the value of their 
holdings of equity and RRSPs, and this may have 
slowed the rise of their participation rate over the 
period 1996-2001. In contrast, the fall in personal 


e 
i For 





8. For a discussion on participation rate trends and shifts, see Ip (1998). 


9. For a detailed discussion of survey results on firm restructuring, see Kwan 
(2000). 


10. Paquet, Sargent, and James (2000) show that wealth is one determinant of 
employment rates. We assume that the wealth effect is relevant to participa- 
tion rates as well. 


wealth relative to GDP in 2001 and 2002, owing mainly 
to the sharp correction in equity prices and a large 
decline in real personal interest and dividend income 
may have prompted more re-entry into the labour 
market.!! Thus, a wealth/income effect may have first 
mitigated, and more recently, accentuated the com- 
bined influence of a significant cohort effect and a 
cyclical strengthening in labour demand. 


Although it is difficult to determine precisely the 
respective contributions of cyclical and structural fac- 
tors to the increased participation of the 55 and over 
age group, there is a strong presumption that its rise is 
largely structural. The experience of the United States 
is instructive in this regard. It shows a similar upturn 
in the participation rate of the 55 and over age group 
since around the mid-1990s, even as employment 
growth has been much poorer than in Canada (Chart 3). 
This suggests that common structural factors have 
played a predominant role in both countries. 


The substantial recovery of the participation rate in 
the 15-24 age group since the late 1990s largely reflects 
a response to a marked improvement in labour market 
conditions. This was signalled by a strong pickup in 
the ratio of employment to population for youth, from 
a trough of 52 per cent in 1997 to 58 per cent in the first 
half of 2003 (Chart 3). The increase in participation 
was sharpest for the 15-19 group, which reacts more to 
cyclical changes in labour demand than the 20-24 age 
eroup. As well, the school attendance rate of the 15-24 
age group, which had increased by 3.5 points between 
1991 and 1996, declined from 65 per cent to 63 per cent 
between 1996 and 2001, modestly contributing to the 
rebound in the participation rate. 


Taking into account that the increases in the participa- 
tion rates of both the 55 and over age groups and the 
female 25-54 age group appear to have been mostly 
structural since 1996, the rise in the aggregate partici- 
pation rate would be mostly structural as well. 


The Unemployment Rate 


The balance between labour demand and labour sup- 
ply is reflected in the unemployment rate, which fell 
throughout the latter half of the 1990s almost until the 





11. One would expect that the trend towards increasing reliance on defined 
contribution pension plans relative to defined benefit plans is likely to result 
in the future in more sensitivity of the participation rates of the older cohorts 
to movements in financial asset prices. As at 1 January 2000, defined contribu- 
tion plans accounted for 14 per cent of the total members of pension plans in 
Canada compared to about 10 per cent four years earlier. See Canada (2000). 
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onset of the U.S. recession early in 2001. The unem- 
ployment rate then rose temporarily before falling 
again in 2002. Despite big gains in employment in that 
year there was only a moderate decline in the unem- 
ployment rate, owing to the substantial increase in 
labour force participation. As labour demand softened 
into the first half of 2003, unemployment moved to a 
level close to the trough recorded in the late 1980s 
(Chart 4). This evolution was fairly uniform across age 
and gender groups. 


The trend decline in the unemployment rate since the 
early 1990s has been associated with a rapid reduction 
in the rate of long-term unemployment and a related 
shortening in the average duration of unemployment 
spells, to about 16 weeks in 2002 from nearly 26 weeks 
in 1994 (Chart 5). This trend decline in unemployment 
may be related in part to some structural factors. The 
first would be the cumulative effects of earlier tighten- 
ing of the Employment Insurance (EI) provisions. !4 
The ratio of the regular beneficiaries of EI to the unem- 
ployed has hovered around 45 per cent since 1997 
after a sharp fall earlier in the decade.'’ The second 
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12. For instance, amendments were introduced in November 1990, April 
1993, July 1994, and July 1996. 

13. Regular benefits exclude those resulting from maternity or parental leave 
and other special programs. 
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factor would be the diminishing effect of industrial 
restructuring. The rate of long-term unemployment in 
Canada has a pronounced cyclical component, but its 
very high level in the first half of the 1990s may have 
also reflected an unusually large degree of skill mis- 
match arising from extensive industrial restructuring. 
Finally, increased access to the Internet may have 
improved the matching of jobs to workers, as was sug- 
gested for the United States by Katz and Krueger 
(1999). While probably still of minor importance, this 
factor is likely to play a greater role in the future. 


The trend decline in the 
unemployment rate since the early 
1990s has been associated with a 
rapid reduction in the rate of long- 
term unemployment and a related 
shortening in the average duration of 
unemployment spells. 








The movements in the unemployment rate during 
2001 and 2002 have been more pronounced for men 
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Chart 6 
Male and Female Unemployment Rates 


Per cent 
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Source: Labour Force Survey, Statistics Canada 


than for women (Chart 6). The recession and uneven 
recovery in the United States more directly affected 
jobs in the manufacturing, primary, and transporta- 
tion industries, which are very largely held by men, 
than jobs in the services industries, where female 
employment tends to be concentrated. In fact, the 
greater pro-cyclical behaviour of output in the goods- 
producing industries largely explains why the unem- 
ployment rate for men shows larger variations than 
the rate for women over a business cycle. Over the 
past two and a half years, the unemployment rate rose 
less for women than for men on balance, even as the 
female labour force increased relatively more rapidly. 
Contributing to this is the fact that women benefitted 





more than men from the strong pace of job creation in 
the health care, social services, and education sectors. /4 


Conclusion 


Canada’s labour market has experienced strong 
increases in labour force participation and employment 
since the end of 2001. The increase in labour force par- 
ticipation came largely from the 55 and over age group, 
reflecting cohort effects, improved labour market con- 
ditions, and wealth effects, although more evidence is 
needed for a definitive judgment on the latter. An 
unusually high proportion—one-third—of the recent 
employment growth came from part-time work, 
reflecting both the preference of the 55 and over group 
for this form of work and the readiness of firms to use 
it in a climate of heightened uncertainty about aggre- 
gate demand prospects. The substantial rise in part- 
time employment in turn meant that more workers 
than usual were required to accommodate output 
growth. Thus, the increased participation of the 55 and 
over age group and their preference for part-time work 
help to explain the relatively vigorous growth in total 
employment relative to total hours worked and output. 


Going forward, cohort effects will support further 
increases in the participation of both the 55 and over 
age group and prime-age women. In the near term, as 
the economy rebounds and uncertainty is reduced, the 
cyclical component of the growth in part-time 
employment should diminish and that of full-time 
employment increase. This should result in more 
moderate employment growth in relation to output 
than has been observed in recent years. In addition, 
there may well be a cyclical rebound in labour produc- 
tivity, inasmuch as total hours worked may increase 
slowly during the initial recovery in output growth. 





14. In 2002, women held 82 per cent of the positions in the health and social 
assistance sector and 65 per cent of the jobs in the education sector. During 
2002, 21,000 adult women were hired as nurses, and another 21,000 as teachers. 
See Bowlby (2003). 


a 
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Developments, Issues, and 
Initiatives in Retail Payments 





Sean O'Connor, Department of Monetary and Financial Analysis” 


¢ = In Canada, retail payments involve various 
payment instruments and interrelated systems 
operated by the Canadian Payments Association, 
the Interac Association, and new Internet 
payment providers. The efficient, secure, and 
reliable operation of these retail payment systems 
is critical to productive commercial activities and 
well-functioning markets for retail financial 
services. 


e Recent structural changes within the broad retail 
payment system largely reflect the emergence of 
user-friendly information technologies and 
substantial changes in financial sector policy 
aimed at enhancing competition in financial 
services. The principal results have been growth 
in the volume and types of electronic payments 
and increased participation by diverse groups of 
financial and non-financial institutions as 
providers of retail payment services. 


e These innovations are challenging existing public 
and private sector policies governing retail pay- 
ments, including the market arrangements for 
services; customer risks and costs for settling 
large-value retail payments; the security of 
payment information and the efficiency with 
which it is transmitted; and the effects of differing 
regulatory regimes on competition among 
providers of retail payment services. 


* This article has benefited greatly from the comments of Doug Kreviazuk at the 


Canadian Payments Association and colleagues at the Bank of Canada. 


ven though Canadians use the retail payment 

system every day in their various transactions, 

general information about its role, and about 

the issues affecting it, is limited. Broadly 
defined, a payment system has many components. 
Among these are payment instruments, such as cash, 
cheques, and credit cards; information technologies 
used to communicate and process payment informa- 
tion for the transacting parties and their financial 
institutions; and funds-transfer processes that are 
involved in the transfer of Bank of Canada funds 
between the financial institutions that hold the trans- 
acting parties’ payment accounts. There are a variety 
of institutions, each specializing in different services, 
required to initiate and settle a payment obligation. As 
for “retail” payments, there is no simple definition. 
They refer generally to obligations arising from retail 
commercial and financial transactions between indi- 
viduals and businesses as transfers between them and 
governments. Not all individual retail payments are 
for small amounts, but compared to the large-value 
payments related to financial transactions between 
institutions, they have a much smaller average value 
and much greater daily volumes. They also involve a 
much broader range of payment instruments and 
transaction systems (CPSS 1999). 


While everyone has some knowledge of various retail 
payment instruments, few have as much information 
about the infrastructure designed to process these 
payment instruments and transfer the funds. Yet it is 
the efficient and reliable operation of these infrastructure 
systems that is really the engine for the retail payment 
system. 


The purpose of this article is to discuss some of the 
emerging issues and challenges for the Canadian public 


Le 
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and private sectors with regard to the infrastructure 
for retail payment systems. The article briefly describes 
the organization of non-cash systems for retail pay- 
ments and the structure and conduct of markets for their 
infrastructure services in Canada. It identifies the sig- 
nificant developments in the sector in recent years and 
discusses some of the emerging issues and initiatives. 
For readers unfamiliar with payment systems, a glos- 
sary of key terms is appended. 


The Organization 
of Retail Payment Systems 


Despite some national and international differences 
among specific retail payment systems, most have a 
similar organizational structure (see below). Typically, 
they include three types of integrated systems: trans- 
action systems, clearing systems, and settlement sys- 
tems (CPSS 2000). 








Transaction Systems 

Use information and communication technologies 
to deliver payment instructions and information 
between the parties to a payment transaction and 
their respective financial institutions. 


Principal transaction services include: 


¢ verifying the identity of the parties and their 
ability to pay 

e validating the payment instructions, and 

* communicating information among the parties 
and their financial institutions. 





Clearing Systems 

Clearing systems are involved in the bilateral 
exchange of information on individual payments 
and payment items between financial institutions 
and the calculation of their settlement positions. 


The clearing process principally involves: 


e bilateral sorting and matching transactions 
between member institutions 








Chart 1 illustrates the organization of a retail payment 
system and the routing of the flow of payment infor- 
mation and funds through its transaction, clearing, 
and settlement systems. 


The clearing process for retail payments may be 
highly integrated with transaction systems where 
such systems are highly centralized and standardized 
for participating financial institutions as, for example, 
with credit cards. This limits the amount of internal 
processing required of the paying and receiving insti- 
tutions. The transaction system and the payment- 
clearing system for card payments are generally oper- 
ated by the same organization, which sets out the 
common standards for use by the participating insti- 
tutions and their data processors. Other payment 
instruments with more decentralized transaction sys- 
tems owned and operated by individual institutions, 
such as cheques and automated direct credits and 


The Structure of Retail Payment Systems 


e processing payment data 

¢ calculating members’ settlement claims and 
obligations, and 

¢ transmitting relevant data to the individual mem- 
ber institutions and to the settlement bank. 


Settlement Systems 


Settlement is the process by which previously cal- 
culated payment obligations and receivables are 
discharged through transfers between deposit 
accounts that the institutions hold at the central 
bank or at private banks. 


Steps in the settlement process are: 


e verifying positions for the transfer of funds 
between banks and the availability of funds in 
the paying institution’s settlement account 

e settling the obligations by posting the funds 
transfers to an institution’s settlement account, 
and confirming the completed settlement with 
the account holders 
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Chart 1 
Retail Payment Process 
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debits, may be less integrated organizationally and 
technologically with their clearing systems. These 
instruments often require more processing by the 
institutions providing them or the clearing organiza- 
tion to translate payment information from the for- 
mats of the transaction systems into the standardized 
formats required for the interbank clearing and settle- 
ment of the payment obligations. In this case, the 
clearing systems are generally more closely integrated 
with the settlement systems than with the transaction 
systems. 


The Retail Payment System in Canada 


While the retail payment system in Canada fits well 
within the generic structure described above, knowl- 
edge of some of the unique features of the Canadian 
system is necessary to understand the emerging 
issues. 


Clearing and settlement systems 


The Automated Clearing Settlement System 

In Canada, the principal systems for clearing and 
settling payments between financial institutions 
are operated by the Canadian Payments Association 
(CPA). The CPA is a private, member-owned, non- 
profit organization incorporated under the Canadian 
Payments (CP) Act. The members of the CPA are the 
financial institutions that provide payment accounts, 
instruments, and services to individuals and busi- 
nesses. They are eligible under the CP Act to partici- 
pate directly or indirectly in the CPA’s clearing and 
settlement systems. The CPA’s retail system is the 
Automated Clearing Settlement System (ACSS).! 
Direct participants in the ACSS hold settlement 


1. See PSAC 1997a for a description of the ACSS prior to the establishment of 
the Large Value Transfer System (LVTS). A detailed description of the LVTS is 
provided in Dingle 1998. 





BANK OF CANADA REVIEW @ AUTUMN 2003 25 


accounts at the Bank of Canada and have access to the 
Bank’s credit facilities. ACSS payments are cleared 
through several streams (or subsystems). The gross 
payables and receivables of each participant in each 
stream are combined and netted over all the partici- 
pants to obtain their individual net settlement posi- 
tions.? The clearing and settlement functions of the 
ACSS are highly integrated within the system. 


Credit card systems 

Not all retail payments are cleared and settled through 
the ACSS. Most notably, Visa® and MasterCard® pay- 
ments in Canada are cleared and settled in their own 
systems. In this case, the individual card payments 
clear through the organizations’ systems located in the 
United States, and Visa and MasterCard systems hold 
their Canadian-dollar settlement accounts with a 
direct participant in the Large Value Transfer System 
(LVTS). The settlement obligations between these cen- 
tral counterparties and the Canadian financial institu- 
tions participating in the card systems are transferred 
to and from the settlement banks for Visa and Master- 
Card, respectively, over the LVTS. 


Transaction systems 


Individual financial institutions in Canada operate 
various proprietary transaction systems for their cus- 
tomers. These range from on-line systems for their 
Internet banking operations to their branch-banking 
and ATM (automated teller machines) networks. Most 
are designed to provide payment and related services 
only to their own customers . Many of these institutions 
also participate and invest, however, in transaction 
systems that allow them to provide payment services 
to their customers through shared or common net- 
works. Some shared networks are arranged to link the 
proprietary systems of the participating institutions. 
Other common networks are operated by an organiza- 
tion that is either independently owned or is jointly 
owned by its participating members. 


Card-based transaction systems 


Most global shared transaction systems for credit card 
payments are operated by organizations such as Visa, 





2. Each of the payment streams in the ACSS is specified around common char- 
acteristics of various payment instruments. The principal streams are large- 
value ($50,000 and over) and small-value cheques and paper items, auto- 
mated funds transfers (debits and credits), electronic data interchange (EDI) 
payments, and point-of-sale (ATM and EFT/POS—electronic funds transfer at 
point of sale) payments. 


3. See PSAC 1997a for a numerical example of netting schemes. 
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MasterCard, and American Express. These are typi- 
cally on-line transaction systems allow the card-hold- 
ing customers of member institutions to access their 
credit lines immediately and their retail business cus- 
tomers to acquire authorized payments. The commu- 
nication services of the transaction systems, along 
with the standards and protocols for the electronic 
payment instructions, are designed and operated by 
the network service providers associated with the 
credit card organization. 


The principal debit and ATM-card transaction systems 
in Canada are also shared networks. Interac,© for 
example, connects proprietary ATM networks of 
individual member institutions via its Shared Cash 
Dispensing (SCD) system, which allows customers of a 
deposit-taking institution to withdraw cash from their 
account using an ATM of another member institution. 
Indeed, some organizations only participate in the 
SCD system through the operation of networks of ATM 
machines, without providing any deposit services to 
customers. They provide cash to the deposit custom- 
ers of other institutions and are reimbursed through 
interbank transfers over the ACSS. Interac also inter- 
connects the networks of participating institutions for 
point-of-sale electronic funds transfers (EFT/POS) 
through its Interac Direct Payment (IDP) system. In 
this case, merchants obtain IDP-equipped terminals 
from either their deposit-taking institutions or an 
independent non-financial service provider to allow 
holders of Interac-enabled debit cards issued by other 
institutions to make verifiable, real-time payments to 
the merchant. 


Although Interac is the largest operator of shared ATM 
and EFT/POS systems in Canada, similar but smaller 
domestic network arrangements operate for specific 
regions or types of institutions, such as credit unions 
or caisse populaires. In addition, the major global net- 
works, such as the ATM networks connected through 
Visa PLUS® and MasterCard’s Cirrus,® and Master- 
Card’s Maestro® EFT/POS network, also operate in 
Canada to facilitate cross-border retail payments for 
their members’ customers. 


Internet transaction systems 

New forms of transaction systems are emerging from 
alliances between financial institutions and IT organi- 
zations aimed at developing Internet payment schemes. 
These transaction systems use transmission architec- 
tures for payment information that are more open 
than those of most traditional proprietary systems. 


Among the most notable in Canada are various elec- 
tronic bill-presentment and payment (EBPP) systems 
such as epost,™ e-route, and CertaPay. These systems 
link participating merchants, customers, and their 
financial institutions to allow merchants to electroni- 
cally bill their customers and the customers to elec- 
tronically deliver the payments in an environment 
where their information is secure. The interbank set- 
tlement of these consumer payments is through the 
AC S5. 


Other emerging Internet payment systems, such as 
hyperWallet, settle their retail payments through non- 
CPA systems. Only the funds transferred to and from 
the customers’ “wallets” through their financial insti- 
tutions’ on-line banking systems are cleared and set- 
tled in the ACSS with hyperWallet’s settlement bank. 


The policy problem for payment 
systems is how best to benefit from 
efficiency gains while managing 
payment risks. 


Recent Developments 
in Retail Payments 


Both new technology-driven payment applications 
and changes in financial sector policy aimed at 
improving competition and efficiency in financial 
services have been driving developments in retail 
payments over the past decade. Balancing this drive 
for greater efficiency in payment-service markets has 
been an increasing awareness of the legal, financial, 
and operational risks that new payment technologies 
and competitors can cause within payment systems. 
There can be serious adverse financial consequences 
for users if these systems and their participants fail to 
adequately contain and manage these risks. The main 
policy problem for payment systems is how best to 
benefit from the efficiency gains while preserving, or 
even enhancing, the ability of participants, financial 
institutions, and systems to manage payment risks. 


In this context, four recent developments are worthy 
of note: the greater use of electronic payment instru- 
ments; the outsourcing of payment processing by 


financial institutions; the separation in the settlement 
of wholesale and retail payments; and the relaxation 

of regulatory constraints on access to payment infra- 

structure systems. 


Electronic payment instruments 


The declining cost and increasing availability of high- 
quality IT hardware, software, and network communi- 
cations have encouraged the global development and 
adoption of new electronic payment instruments and 
transaction systems. Financial institutions in Canada 
have led the trend to replace paper-based currency 
and cheques with lower-cost electronic payment 
media, including payment cards and automated elec- 
tronic funds transfers. Chart 2 indicates the trends in 
the volume and value of the use of non-cash paper- 
based and electronic retail payment instruments in 
Canada since 1991. 


The shift towards electronic payments prompted 
financial institutions to invest even further in the 
development of both proprietary and shared elec- 
tronic transaction systems and network arrangements, 
such as their own Internet and telebanking systems 
and the shared Interac networks. Although costly to 
develop and install, these systems have comparatively 
low costs per transaction so that economic benefits are 
achieved through broad usage. Consequently, the par- 
ticipating institutions have promoted their use among 
retail and corporate clients through financial incen- 
tives and service-bundling. 


Outsourcing transaction and 
payment processing 


In developing electronic payment systems, financial 
institutions and IT and data-processing firms formed 
alliances to develop specialized applications to pro- 
vide payment instruments and transaction services to 
their customers. Financial institutions with insuffi- 
cient resources or payment business to develop their 
own proprietary transaction systems contract with 
other organizations to provide transaction services to 
their clients. The CPA and many of the direct partici- 
pants in the ACSS also began to outsource or co-source 
various payment-processing activities to firms and to 
establish their own shared-processing organizations 
for payments (Freedman and Goodlet 1998, 2002). 
Outsourcing payment processing reduces the operating 
costs of providing payment services and allows finan- 
cial institutions to focus on developing and managing 
payment accounts, instruments, and related client 
services as the core of their payments function. 
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Chart 2 


Trends in the Use of Non-Cash Instruments for 
Retail Payments 
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Separation of wholesale and 
retail payment settlement 


The principal financial risks in payment systems arise 
from uncertainty regarding the ability of institutions 
to meet their settlement obligations and to manage 
their liquidity. The new information technologies have 
allowed financial institutions to reduce, at a cost, some 
of these uncertainties through access to account infor- 
mation, transfer processing, and settlement of individ- 
ual payments in real time. Even so, settlement risk still 
remains and must be managed. 


Acquiring sufficient liquidity to meet accumulated 
gross intraday payment obligations or collateral to 
cover risk exposure from peak intraday gross pay- 
ment receivables is too costly to protect systems from 
a participant’s default. As a result, payment systems 
began to develop settlement arrangements specifically 
for the large-value payments that produce much of 
the intraday liquidity costs and risk exposure. These 
systems have been separated from those for the high- 
volume small-value retail payments so that each type 
of system could find its own appropriate balance 
between controlling risk and saving liquidity. The 
CPA, for example, introduced the LVTS in early 1999 to 
handle large-value and time-critical payments that 
could impose systemic risk—the risk that a default by 
one participating institution in the settlement system 
could cause other participants to default. In retail sys- 
tems such as the ACSS, there is little prospect of signif- 
icant systemic risk (Northcott 2002) and the focus is 
more on cost and liquidity saving than risk control. 
Accordingly, the CPA has begun to adjust the rules 
and procedures in the ACSS to improve its operations 
for retail payments. 


Relaxation of regulatory constraints 


In Canada, regulatory liberalization in the financial 
sector has had profound effects on domestic payment 
systems and service markets. The 1992 legislation to 
reform the financial services sector produced many of 
the recent regulatory and policy changes affecting 
payment systems in Canada, including allowing non- 
deposit-taking financial institutions to participate in 
the payment-service markets through deposit-taking 
subsidiaries (Freedman 1998). In 1996, new policy ini- 
tiatives further enhanced competition in payment- 
service markets (Daniel 2002-2003). The new Payment 
Clearing and Settlement Act (PCSA) strengthened the 
legal foundation for effective limits on systemic risk in 
key payment, securities, and foreign exchange clear- 
ing and settlement systems. It also requires that the 
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Bank of Canada designate for oversight clearing and 
settlement systems that could pose systemic risk. The 
PCSA supported the development of the LVTS, which 
allowed the ACSS to concentrate on clearing and set- 
tling retail payments. 


With regard to competition, the Competition Tribunal 
issued a Consent Order to Interac in 1996 that 
required the organization to broaden access to its 
transaction systems and to alter its pricing policies to 
facilitate new entry and competition among system 
participants. In addition, the Interac Association was 
required to eliminate access fees to its shared transac- 
tion networks for ATM and EFT/POS services and is 
allowed to recover its costs only through per transac- 
tion “switch” fees charged to participants.* Since 1996, 
membership in Interac has almost quintupled, and 
demand for its services has increased correspondingly. 


The government also established two study groups in 
1996 to review and advise on public policy in the 
financial sector. The Payment System Advisory Com- 
mittee (PSAC) focused on efficiency, risk control, and 
consumer interests in domestic payment systems, 
especially retail payment systems (PSAC 1997b). The 
Task Force on the Future of the Canadian Financial 
Services Sector took a much broader view of financial 
service markets, incorporating many of the findings of 
the PSAC into its recommendations on payment sys- 
tems (Task Force 1998). These and other studies 
resulted in legislative changes that allow branches of 
foreign banks to operate in Canada. Some foreign banks 
had already been lending in Canada on a remote basis 
(i.e., without a physical presence).? New shared ATM 
networks and debit-card systems also emerged as 
niche-market service providers with small shared 
regional networks or a broader range of services for 
specific institutional groups such as credit unions. 
Some, such as MasterCard’s off-line debit-card sys- 
tem, focus on cross-border retail payment markets 
with only limited activity in domestic payment markets. 


4. Participants pay switch fees to cover the network operator’s cost of routing 
the payment information through the communication switches that link the 
individual participants into the network. Participants can also impose inter- 
change fees among themselves to cover their own processing costs for inter- 
bank transfers, as well as surcharges and other user charges on customers 
who use their services. 


5. Since 1980, foreign banks have been allowed to operate in Canada through 
wholly-owned subsidiaries. Incorporated in Canada, these subsidiaries, and 
those of other financial institutions, are legally regarded as Canadian banking 
firms. Conversely, Canadian branches of financial institutions incorporated 


outside Canada are not independent legal entities under Canadian jurisdiction. 


Additional legislative changes to promote greater 
competition, efficiency, and responsiveness to con- 
sumer needs in domestic financial service markets 
were enacted in 2002. Changes affecting payment sys- 
tems were embodied in the CP Act. It opened mem- 
bership in the CPA and access to the ACSS, which is 
perceived as contributing to effective competition in 
the end-user markets for retail payments. Non- 
deposit-taking institutions, specifically life insurance 
companies, securities dealers, and money market 
mutual funds, are now eligible to join the CPA and 
participate in the ACSS. Some of these institutions 
were already providing payment services and partici- 
pating in the CPA through deposit-taking subsidiaries. 
Others expressed a preference for providing payment 
services to clients directly through their parent com- 
panies, although none have yet chosen to become CPA 
members. The CP Act also provided broad payment 
oversight powers to the Minister of Finance. Conse- 
quently, the Department of Finance and the Bank of 
Canada established the Payment Advisory Committee 
(PAC) to coordinate their individual oversight activi- 
ties and to advise the Governor of the Bank of Canada 
and the Minister of Finance on payment issues of com- 
mon interest. 


Issues and Initiatives in Retail 
Payment Systems 


The issues currently emerging in Canada are rooted in 
the developments of the past decade and in the ongo- 
ing search for an appropriate efficiency-risk trade-off 
as payment systems continue to evolve. The main 
issues concern the infrastructure and markets for pay- 
ment services; the application of new payment tech- 
nologies; and competition among, and access to, 
infrastructure systems for retail payments. The CPA 
and other payment-industry organizations, often in 
collaboration with the authorities responsible for pay- 
ment oversight, have already begun to address some 
of these issues. 





While the Canadian Payments 
Association and other public and 
private organizations are beginning 
to address many of the key issues, 
others are just now emerging. 
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Infrastructure and services 


To reduce the real costs of payment infrastructure 
services for financial institutions and, ultimately, for 
their customers, the efforts to improve the efficiency 
and quality of these services are virtually continuous. 
There are, however, a number of difficult business 
issues concerning how best to design and implement 
these improvements. The principal ones are related to 
tiered participation in clearing and settlement systems, 
the efficient use of the LVTS for settling retail pay- 
ments, and the infrastructure for cross-border retail 
payments. 


Tiered participation 

Virtually all transaction, clearing, and settlement sys- 
tems operating in Canada have a tiered participation 
structure. Thus, some member institutions in a system 
access the network services through other institutions 
that participate directly in the network arrangement.° 
Since the set-up and operating costs for direct partici- 
pation in the ACSS can be quite significant, especially 
for institutions with relatively small payment vol- 
umes, indirect participation can be efficient for many 
members. Some direct participants in the settlement 
network (called clearing agents) find the provision of 
clearing and settlement services to indirect partici- 
pants an attractive business line, as long as they are 
able to efficiently contain settlement risks that indirect 
participants may impose on them and on the system. 


One issue is the criteria for direct participation in the 
ACSS. With more diverse types of financial institutions 
participating in the CPA, as well as technological and 
policy changes in recent years that have altered the 
processing costs and settlement risks to clearing mem- 
bers, CPA members have requested a review of the 
conditions for participation as a direct clearer and as a 
clearing agent in the ACSS. For example, because life 
insurance companies and money market mutual 
funds have different regulatory arrangements and 
legal regimes than deposit-taking institutions, they are 
Met nEn permitted to participate only as indirect 
clearers.’ While most members would prefer more 





6. There may also be institutions that provide payment services to end-users 
that are not members of a system. They access these services through a con- 
tractual arrangement with another institution that participates in the system. 
Some payment-card issuers, Internet-payment service providers, and wire- 
transfer service providers are examples. 


7. In addition to the institutional restrictions on direct participation in the 
ACSS, there is, at present, a requirement that direct clearers must clear at least 
0.5 per cent of the annual volume of the system. All CPA members are eligible 
to participate directly in the LVTS. 


open conditions for direct participation, some are con- 
cerned with the risks and costs that this could impose 
on the system. Since a change in the participation con- 
ditions would require a statutory amendment to the 
ACSS bylaw of the CP Act, the CPA, the Department of 
Finance, and the Bank of Canada have established a 
joint study group to examine this issue. It plans to pro- 
vide a report and recommendations to the CPA Board 
and to the Minister of Finance by the end of 2004. 


Closely related to this issue is access to settlement facili- 
ties at the Bank of Canada. Direct participation in the 
CPA’s settlement systems requires access to settlement 
accounts at the Bank of Canada. The Bank’s policy is 
to provide overnight credit to account holders as well. 
A key element of this arrangement is that the Bank of 
Canada must have a legally valid, first-priority security 
interest in the collateral pledged for the credit. Since 
some financial institutions are subject to different 
bankruptcy regimes and pledging restrictions than 
those that govern deposit-taking institutions, the Bank 
may find it more difficult to obtain such a valid, first- 
priority security interest over their pledged assets. 
Recognizing that having a settlement account without 
access to overnight credit would reduce the appeal of 
participating directly in the ACSS for eligible institu- 
tions, the Bank of Canada has been examining various 
options for providing access to settlement facilities for 
all institutional classes of CPA members that could 
become direct participants in the ACSS. The fact that 
the ACSS net obligations are now settled over the LVTS 
helps resolve this issue (Tuer 2003). The collateral 
pledged to cover the credit used to settle ACSS obliga- 
tions would be associated with LVTS payments so that 
the Bank’s security interest in pledges by all types of 
institutions participating in the LVTS would be legally 
protected from stays on execution by the PCSA. 


Another concern with tiered participation is risk and 
market concentration. As relatively few clearing agents 
provide clearing and settlement services to indirect 
participants in a settlement system, the volume and 
value of payments settled over the accounts of the 
clearing agent rise relative to those settled over the 
interbank settlement system. Competition in clearing- 
agency services helps to ensure that the quality of the 
services remains high and that the price at which they 
are supplied closely reflects their true production and 
risk-management costs. 


In Canada, only a few direct participants in the ACSS 
act as clearing agents for indirect clearers. In effect, 
they operate their own clearing and settlement sys- 


I 
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tems (called quasi-systems) within the CPA. An 
untimely failure of one of the principal clearing agents 
could severely disrupt the settlement of the ACSS and 
could cause repercussions in end-user markets for 
retail payment services. Similarly, the failure of a 
major indirect clearer could create financial difficulties 
both for its clearing agent, which may bear some risk 
for settling the obligations of the failed indirect clearer 
in the ACSS, and for other participants to which it 
owes funds. 


In addition to maintaining effective competition in the 
market for clearing-agency services, there is the issue 
of how to improve transparency and control risks in 
quasi-systems (CPSS 2003). The CPA’s current rules 
and procedures for the ACSS have some limited appli- 
cation to defaults in the clearing agents’ quasi-sys- 
tems. Also, the Office of the Superintendent of 
Financial Institutions (OSFI), which supervises and 
regulates most of the financial institutions currently 
participating in the CPA, monitors the overall financial 
risk-management programs of the principal clearing 
agents. However, the controls specifically developed 
by clearing agents to manage financial and opera- 
tional risk for their own quasi-systems are not very 
transparent. The joint study group on direct participa- 
tion in the ACSS (the CPA, the Bank of Canada, and the 
Department of Finance) will examine this issue. 


Efficient use of the LVTS for large-value 

retail payments 

A crucial issue for retail payment systems in Canada 
is the further migration of large-value payments from 
the ACSS to the LVTS. Not all payments cleared and 
settled through retail payment systems are small in 
absolute terms or in relation to the financial resources 
of the payer or the receiver. For example, individual 
cheque payments in the ACSS of $50,000 or more 
accounted for only 0.15 per cent of the total volume, 
but made up 57 per cent of the value in 2002, with 
their aggregate annual value equal to 208 times gross 
domestic income. The evidence suggests that the ACSS 
is not presently subject to significant levels of systemic 
risk, but that particular institutions can, at times, bring 
substantial settlement risk to the system, or can be 
substantially exposed to risks that could cause notable 
losses for participants (Northcott 2002). For this rea- 
son, financial risks to the participants in the ACSS that 
anticipate the receipt of large-value retail payments 
could be reduced further if the individual large-value 
payments were to migrate from the ACSS to the LVTS. 





Improving the quality of payment 
infrastructure services and the 
financial safety of participants in the 
ACSS must be balanced against the 
higher per payment costs to the 
participants and their customers. 





Individual CPA members that participate in both the 
ACSS and the LVTS are reluctant, for legal as well as 
business reasons, to unilaterally require their clients to 
send through the LVTS large-value payments that are 
now cleared and settled through the ACSS. Even 
though there is no minimum value for individual 
LVTS payments and the migration of large-value retail 
payments would be safer for all the institutions partic- 
ipating in the ACSS, the higher per payment cost to 
their clients limits demand for this safety. The added 
features of payment irrevocability, immediacy of set- 
tlement, and real-time payment information in the 
LVTS are typically more valuable to clients when they 
are receiving large-value payments than when they 
are making them. As well, most business clients are 
subject to significant financial risk only when rare 
problems of payment default occur in the ACSS settle- 
ment. Nevertheless, in July 2002, the CPA mandated 
that large-value paper payments of $25 million and 
over would no longer be eligible for clearing and set- 
tlement through the ACSS as of August 2003 because 
of the substantial settlement risk involved. Although 
it affects only a few hundred payments per day, the 
$25 million value cap is estimated to have already 
reduced the aggregate value settled by the ACSS by 
about 16 per cent. 


Since this initiative is expected to reduce financial risk 
for all ACSS participants, proposals have emerged to 
extend the value cap to all electronic payment streams 
in the ACSS. Most of the payments in these streams are 
“bulk” payments—individual payments that have 
been consolidated for interbank clearing. The issue the 
CPA needs to address is whether the gains in collec- 
tive financial safety for all ACSS participants and their 
clients are sufficient to warrant the restructuring costs 
imposed on the individual participants and the higher 
per payment costs imposed on their customers. 
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Cross-border retail payment systems 

Although there is little conclusive statistical evidence 
available, survey and anecdotal evidence suggest that 
cross-border retail payments, though still small in vol- 
ume and value compared to domestic payments, are 
growing at a noticeable pace (CPSS 2003). In addition 
to retail payments for cross-border business travel and 
tourism, business-to-business payments and person- 
to-business e-commerce transactions are rising as 
cross-border retail trade rises. In Canada, most of 
these payments involve U.S. residents and global 
card-payment systems like Visa and MasterCard for 
credit, ATM, and debit-card transactions. The inter- 
bank settlement of these and most other payment obli- 
gations takes place through correspondent banking 
arrangements in which a private bank in one country 
has a foreign currency settlement account with a pri- 
vate bank in another country. Some of the correspond- 
ent relationships for Canadian banks that involve 
U.S.-dollar and euro electronic payments are part of 
multilateral cross-border clearing arrangements.® To 
date, however, these and other initiatives have had lit- 
tle market success. Limited payment volumes and val- 
ues, along with substantial investments sunk into 
existing bilateral correspondent banking arrange- 
ments, have yet to offer a compelling business case for 
participation in multilateral clearing systems. 


Recent regulatory changes within the European Union 
(EU) have renewed initiatives for some form of cross- 
border arrangements between the domestic clearing 
organizations in the Eurosystem, which is the pay- 
ment system for countries that use the euro. Clearing 
organizations in other EU countries with their own 
currencies but with increasing cross-currency pay- 
ments with the Eurosystem, as well as some clearing 
organizations in the United States, are considering 
participation in some of these initiatives. Also, key 
global service organizations such as the Society for 
Worldwide Interbank Financial Telecommunication 
(SWIFT), which provide standardized payment-mes- 
saging services, have begun designing applications 
for the cross-border transmission of batch-payment 
files for retail payments. As multilateral standards 
develop and become more broadly accepted for clear- 
ing cross-border retail payments, the business case for 


8. Canadian financial institutions already participate in some arrangements 
for the delivery and clearing of cross-border retail payments, such as the 
Federal Reserve System’s International Automated Clearing House (IACH) 
Service and the Transferts Interbancaires de Paiements Automatisés Network 
(TIPANET) operated by the TIPA Group S.C. 


ne —————————————— 
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participation strengthens. The issue for Canadian 
financial institutions will be whether to reconsider 
their participation in some multilateral arrangements. 


Application of new payment technologies 


Innovations in information technologies have encour- 
aged the development of more diverse and sophisti- 
cated payment applications for retail payments. This 
is especially so for electronic payment instruments 
and transaction systems involving the Internet. How- 
ever, these developments continue to raise issues such 
as the security of payment information, the develop- 
ment of common standards for interoperability and 
straight-through processing, and the substitutability 
of low-cost electronic payments for paper-based pay- 
ments. 


Security of payment information 

In retail payment transaction systems, there is a finan- 
cial impetus to shift away from the closed, dedicated 
structures for transmitting information used by financial 
institutions in their proprietary and shared electronic 
banking systems towards lower-cost, open structures 
for multiple users, like the World Wide Web. Using a 
more flexible transmission architecture to transmit a 
wide range of information can lower overall transac- 
tion costs. The two principal problems with this strategy 
are the protection of the information from unauthor- 
ized access both during transmission and within the 
merchants’ and service providers’ information storage 
domains, and the accurate verification of the true 
identity of all the parties engaged in a payment trans- 
action. Open-architecture systems designed for multi- 
ple users are more vulnerable to theft of information 
and identity than are the dedicated closed systems 
that can specialize in very high-level protection of all 
transmitted information. 


Credit cards are the traditional payment instrument 
most used in e-commerce transactions. Consequently, 
card companies such as Visa and MasterCard have 
been upgrading their secure transmission protocols— 
Secure Electronic Transmission (SET) standards—to 
accommodate information transmission Over more 
open architectures. Upgrades are also progressing in 
technologies for the payment cards and related 
devices that contain, read, and initiate transmission of 
encoded information on the identity of the cardholder, 
the payment account, and the routing of payment 
requests and authorizations. Over the past year, some 
initiatives that have been announced in Canada 
included using integrated circuit chips—mini-com- 
puters—embedded within the payment cards and 


using the Europay-Visa-MasterCard (EMV) standards 
for chip-card security. This technology can also lower 
user cost by supporting multiple information func- 
tions in addition to payments on a single chip card. 


Although payment cards with enhanced information 
security are considered well suited for remote pay- 
ments over the Internet, other secure electronic credit 
and debit-payment instruments are being developed 
for this purpose. Over the past few years, the CPA and 
other organizations have established frameworks for 
public key infrastructures (PKI)—arrangements for 
managing processes and programs required for secure 
transactions over the Internet. The CPA also published 
a set of principles and guidelines for payments over 
open-communication networks (CPA 2000). The 
federal government passed legislation protecting the 
privacy of electronic information and validating elec- 
tronic documents and digital signatures. It also estab- 
lished codes of practice for consumer protection in e- 
commerce and e-payments. Finally, in the past year, 

a joint public-private working group involving the 
CPA, Industry Canada, and interested private organi- 
zations published a discussion draft of a set of princi- 
ples for electronic authentication (Industry Canada 
2003). 


New payment technologies and 
standards for infrastructure services 
can help to improve the quality of 
services, lower real payment costs, 
and reduce some existing payment 
risks while introducing new ones. 


Since the legal foundations for open-system electronic 
payments and the industry standards for information 
security and authentication are still evolving, the 
payment applications for these technologies are 
largely in their infancy. Also, further public and private 
initiatives to develop these technologies will continue, 
as there is yet no clear indication of which new payment 
technologies and products will ultimately become 
commercially viable. One difficult issue to consider in 
this regard is the question of interoperability—the 
capacity for users in one system to access that system 
through the services of another system. 


Interoperability and straight-through processing 
Technical innovation challenges established standards 
and, if successful, establishes new standards for com- 
mercial applications. To a large extent, the commercial 
success of new technical standards developed by the 
private sector depends on the ease with which they 
can be incorporated into new applications by a broad 
range of service providers. Key challenges for the 
public sector in this process are to identify and remove 
remaining legal barriers to the development of open- 
system electronic payments and to facilitate the devel- 
opment of fundamental principles for such applications. 


Technical standards for the “backbone” of open sys- 
tems are designed for widespread use. This is not 
always true for payment applications. Service provid- 
ers customize their payment products and contractu- 
ally limit access to them to generate the required 
commercial returns on investments and to fund future 
projects. The incentives for extending interoperability 
to other payment infrastructure systems can therefore 
be limited. For example, the standards and technolo- 
gies of many PKI infrastructures are not fully compati- 
ble with the CPA’s PKI, and the systems are thus not 
interoperable. Without interoperability, only some 
systems and products can survive competitively, and 
the expansion of user demand is often slowed. In fact, 
the CPA recently decided to postpone further develop- 
ment of its PKI until a greater need for this service 
emerges. Discussions among private and public sector 
PKI operators have recently begun to address this 
issue. The challenge for the private sector is to deter- 
mine the minimum extent to which a new open-archi- 
tecture payment application and system needs to be 
interoperable and accessible to other retail providers 
of similar services to make it profitable. 


Another form of interoperability, called straight- 
through processing, takes place between the infra- 
structure systems and applications that provide com- 
plementary services at different levels of payment 
processing. These include the proprietary payment 
marketing and processing systems used by payment 
providers and their outsourced processors, shared 
transaction networks, and clearing systems. Although 
standardizing these systems can reduce operating 
costs, security risks, and operational risks, it is diffi- 
cult to coordinate when institutions have sunk exten- 
sive investments in already existing systems, and the 
success of any new system is uncertain. The CPA’s 
recent initiatives as well as its published standards 
and guidelines for open-architecture systems, are 
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aimed at finding broad open standards to help make 
the front-end marketing, processing, and transaction 
systems compatible with the communication and 
operating standards for clearing and settlement. 


Cheque truncation and electronic cheques 

Given the uncertainty about the acceptability of new 
retail payment instruments, a common strategy is to 
innovate around established instruments. The single 
most established retail payment instrument in Canada 
is the cheque, and two strategies for lowering the cost 
of using and processing retail-cheque payments are 
paper-cheque truncation and electronic cheques. 


Cheque truncation would allow financial institutions 
receiving paper cheques for deposit to transform the 
instructions into digital form for internal electronic 
processing, clearing, and settlement. At present, the 
payment information on cheques is recorded electron- 
ically by the receiving institution for daily clearing 
and provisional settlement through the ACSS. How- 
ever, the paper cheques must also be delivered daily 
to regional locations of the financial institution on 
which they are drawn and then sent overnight to the 
branch holding the customer’s account to verify the 
signature and the availability of funds. This is a costly 
procedure. 


Transmission and storage costs for electronic images 
are significantly lower than for the paper items. The 
truncation of paper cheques means that digital images 
of the cheques can be delivered electronically from the 
receiving institution to the paying institution to verify 
customer signatures and payment obligations through 
centralized on-line account information systems. 
Some of the major participants in the ACSS have already 
invested in digital-imaging technology to avoid trans- 
porting paper items to their branches, and the CPA is 
currently developing ACSS operating rules and stand- 
ards for receiver truncation of cheques. The federal 
government has also begun to assess the necessary 
legislative changes. 


An electronic cheque, rather than a paper-based cheque, 
is one instrument for Internet payments used in some 
electronic bill-presentment and payment schemes. 
Early in 2003, the CPA published a policy framework 
for clearing and settling one-time debit and credit 
payments, including electronic cheques (CPA 2003). To 
expand the range of cost-efficient electronic cheque 
payments acceptable for clearing and settlement over 
the ACSS, the financial, legal, and operational risks 
will need to be addressed. These include credibly 
securing the information contained in electronic pay- 


ment instruments, clarifying the legal status of the 
instruments, and standardizing their design. Recent 
private and public initiatives have already begun to 
address some of these issues. 


Access and competition 


A degree of co-operation among participating institu- 
tions in member-owned shared-transaction systems 
and clearing and settlement systems, such as Interac, 
Visa, and the ACSS, is necessary for the management 
of payment risk and the efficiency gains related to 
product and system innovation, standard-setting, and 
networking. However, the incentives to allocate the 
risks, costs, and benefits appropriately among the var- 
ious payment-service providers and users participat- 
ing in retail payment infrastructure systems and end- 
user markets depend on effective competition in 
many of these payment-service markets (PSAC 1997c). 
End-user markets, where financial institutions vie 
with each other to provide retail payment instruments 
and services, are the most open to competition, fol- 
lowed by some common transaction systems for simi- 
lar payment instruments and services, and various 
payment-processing and IT outsource providers used 
by individual institutions and the CPA. 


Co-operation in organizing and 
operating transaction, clearing, and 
settlement systems is necessary, yet 

efficient markets for payment services 
depend on competition among their 
members. 


The recent legislative changes, regulatory efforts, and 
policy initiatives to open access for a broader range of 
financial and non-financial institutions to Interac, the 
ACSS, and the Bank of Canada’s settlement facilities 
were aimed at further enhancing competition and effi- 
ciency in retail payment-service markets. The continu- 
ing market pressure for even more open access to 
payment-infrastructure organizations and service 
markets raises some questions, however. Two of the 
most difficult issues are differential regulation among 
similar infrastructure systems and remote access to 
domestic infrastructure systems. 
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Regulation of infrastructure systems 

In Canada, some transaction, clearing, and settlement 
systems for retail payments are regulated, while oth- 
ers are not. For example, payment-infrastructure sys- 
tems for retail services such as the ACSS and Interac’s 
SCD and IDP systems are regulated under the CP Act 
and the Consent Order of the Competition Tribunal, 
respectively. As the predominant national providers 
of infrastructure services for particular instruments, 
they are considered essential systems for retail pay- 
ments. To be competitive, institutions that offer, or 
wish to offer, these instruments and services to end- 
users need access to them. As new retail payment 
instruments and expanded menus of payment services 
have emerged, new infrastructure systems that com- 
pete against the national systems in providing infra- 
structure services have begun to develop. Some 
examples are the Exchange ATM network, Master- 
Card’s off-line debit card system, and CertaPay, an 
Internet bill payment system. Unlike the CPA and 
Interac, these new systems are typically unregulated. 
However, they generally operate predominately in 
local, not national, markets and offer services only 
through a limited number of financial institutions. 


Regulation has both benefits and costs. Regulated dis- 
closure requirements, restrictions on operating prac- 
tices, and a greater need for legal services can impose 
a cost burden. However, regulated organizations often 
have greater access to the public authorities and their 
services than do unregulated entities. They can use 
regulation to help develop initiatives and coordinate 
actions that benefit all participants in the system and 
to instill confidence in the users of the payment sys- 
tems. The entry of new infrastructure systems to these 
markets therefore raises concerns about the ability of 
regulated and unregulated providers of similar infra- 
structure services to compete evenly. 


The key challenges for the public sector are to specify 
criteria for regulation that are clear enough to elimi- 
nate potentially disruptive policy uncertainty and to 
remove the unintended regulatory barriers to effective 
competition among regulated and unregulated service 
providers. The challenge for private sector infrastruc- 
ture organizations is to develop a business strategy 
flexible enough to accommodate the emerging service 
needs of even small groups of their members. 


Remote participation 


At present, remote participation—the provision of 
retail payment services by organizations incorporated 


and located in other countries—in Canadian retail 
payment systems is limited to payment-processing 
and clearing services, principally for global card pay- 
ments. Most other payment services can be provided 
only by branches of Canadian firms and incorporated 
subsidiaries of foreign firms. Recently, however, there 
have been requests from foreign institutions to 
remotely access settlement facilities at the Bank of 
Canada and to participate remotely in the CPA’s settle- 
ment systems. Although most requests were initially 
for participation in the LVTS, remote participation in 
the ACSS would facilitate clearing and settlement of 
the growing number of cross-border retail payments 
as well. Foreign institutions specializing in Internet 
banking and payment services to clients, some of 
which can already remotely provide limited banking 
services in Canada, could eliminate the intermedia- 
tion costs associated with cross-border clearing and 
settlement through correspondent banks. Remote par- 
ticipation by Canadian financial institutions in foreign 
retail payment infrastructure systems would involve 
similar cost savings. Currently, remote participation in 
Canadian clearing and settlement systems is prohib- 
ited, although similar barriers do not exist in all other 
countries, notably those in the EU. 


The prohibitions on remote participation in Canada 
and other countries such as the United States reflect 
concern over legal risks. Unforeseen legal problems 
caused by a default by a remote participant can poten- 
tially disrupt the operation of domestic payment 
settlement systems and impose payment risks on 
domestic participants. For example, the legal validity 
of the CPA’s default rules and procedures may be 
unrecognized in the jurisdiction of the remote partici- 
pant. Also, the credit claims of Canadian entities 
participating in the ACSS against a failed remote 
participant may be subordinate to similar claims of 
residents of the foreign jurisdiction of the remote par- 
ticipant. As some of these concerns are resolved and 
remote participation becomes more acceptable in prin- 
ciple and practice in more countries, the authorities in 
Canada will likely wish to review their policies gov- 
erning remote participation in retail payment infra- 
structure systems as well. 


Conclusions 


Although retail payment systems may not pose a 
systemic threat to the Canadian financial system, they 
are critical to a well-functioning Canadian economy. 
They must operate efficiently and reliably to avoid 
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disruptions in infrastructure systems that can prove 
costly for retail commercial and financial activities. 
Innovations in basic information technologies, in pay- 
ment applications, and in global market availability 
have produced fundamental changes in retail payments. 
There are increasing demands for more and better 
low-cost electronic payment instruments and services. 
In response, we have observed significant new invest- 
ment in infrastructure technology and a strategic 
reorganization in market arrangements with a widen- 
ing range of retail payment services and service provid- 


Glossary 


Electronic authentication is a process for verifying 
the identities of the parties communicating remotely 
over an electronic network like the Internet and the 
integrity of the message being communicated. 


Infrastructure systems for payments consist of the 
array of underlying organizations, procedures, instal- 
lations, and other facilities that financial institutions 
require to provide payment instruments and services 
to their customers. The services provided by organiza- 
tions that operate infrastructure systems are infra- 
structure services. 


Networks link participating institutions by means of 
their communications equipment so that users can 
access the proprietary data and services of each partic- 
ipating institution through its own or shared equipment 
at remote locations. The network operator provides and 
maintains the services that interconnect the network. 


An open-architecture system is a network operated 
by a service provider that directly links multiple users 
(e.g., buyers, vendors, and their financial intermediar- 
ies) for jointly interactive communication sessions. It 
can typically be used to transmit a variety of types of 
information almost simultaneously and can possibly 
ensure different degrees of security for the informa- 
tion, depending on the level of confidentiality 
required. It contrasts with a closed system, which is a 
two-way connection, often over dedicated communi- 
cation lines or frequencies. 


A payment service provider specializes in providing 
a particular type of payment-related service and can 
be either a financial institution that provides payment 


ers. Also, re-regulation in markets for retail payment 
services has addressed issues of provider access, the 
operations and security of infrastructure systems, and 
consumer protection. Operators of retail payment sys- 
tems, system participants, and public oversight agen- 
cies in Canada, as elsewhere, have begun dealing with 
many of the issues these developments raise. All share 
the same strategic objective: achieving the right sys- 
temwide balance among competing efficiency needs, 
risk-control mechanisms, and consumer interests to 
best serve evolving retail payment systems. 


accounts, instruments, and transfer services to its cus- 
tomer or a provider of payment infrastructure services, 
such as a transaction network operator or a clearing 
system operator. 


Provisional credit refers to the posting of a payment 
value (the credit) to the receiver’s account as soon as 
the payment item is presented for collection with the 
financial institution that provides the customer with a 
deposit account. Effectively, provisional credit is a 
payment receivable. It is granted on the agreement 
that, if the funds are not forthcoming from the finan- 
cial institution on which the payer has drawn the 
item, the receiving institution will void the payment 
credit to the receiver’s account. 


A security interest refers to a contractual agreement 
between two parties indicating that one has a prior 
legal interest in some of the assets owned by the other. 
It secures, for example, a lender’s claim on specific 
assets pledged as collateral by a borrower to cover the 
lender if the borrower defaults on the terms of the 
loan agreement. 


A stay on execution is a court-ordered delay on the 
transfer to a lender of collateral pledged by a default- 
ing borrower under the terms of the lender’s security 
interest. The immediate consequence to the lender is 
an unanticipated cost to finance the loss of cash flow 
owing to the default on the loan without liquidation 
of the pledged collateral. The ultimate consequence 
may be a credit loss if the lender’s security interest is 
not upheld by the court. 
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Technical Note: Elimination of 
Retroactive Settlement in the ACSS 





Eric Tuer, Financial Markets Department 


n response to a request from the Canadian Pay- 

ments Association (CPA), on 1 November 2003 

the Bank of Canada abandoned its practice of 

backdating the results of the settlement of pay- 
ments through the Automated Clearing Settlement 
System (ACSS). The adoption of “next-day settlement” 
means that the results of the settlement process will 
appear on the central Bank’s books on the day items 
actually settle in the ACSS rather than on the previous 
business day. Since July 1986, settlement of these items 
had occurred at noon the day after items were pre- 
sented in the clearing process, but the results of the 
settlement process were recognized on the Bank’s books 
the previous day, through backdating or “retroactive” 
settlement (Dingle 1986). 


The Bank of Canada has advocated this change for 
some time. Changing the settlement to the next day 
was first discussed before the introduction of the 
Large Value Transfer System (LVTS) (Bank of Canada 
1995). The Bank saw it as a means to simplify the pay- 
ment process and to improve the reporting of settle- 
ment risk, and at the same time to promote the cost- 
effectiveness of the payment systems. Direct clearers 
were initially reluctant to accept the change, mindful 
of reintroducing float issues for their customer base, 
as well as the associated costs and inefficiencies of 
monitoring account activity. ! This concern, however, 





1. A direct clearer is a deposit-taking institution that has an ACSS settlement 
account at the Bank of Canada. For a complete description of the organization 
and workings of the ACSS, see the Bank of Canada Web site at http: // 
www.bankofcanada.ca/en/payments/systems.html#automated. “Float” 
consists of cheques and other items relating to deposits that have not been 
cleared. 


has been addressed, as the ACSS participants agreed to 
an interest-compensation mechanism among them- 
selves. As a result of the shift to next-day settlement 
with interest compensation, the most significant costs 
associated with the settlement of payments through 
the ACSS will be eliminated. 


Costs of Retroactive Settlement in an 
LVTS Environment 


The LVTS was introduced in 1999 to electronically 
process large-value and time-sensitive items ona 
“real-time” basis (Dingle 1998). It provides finality 

of payment based on the well-developed risk controls 
in the system.* By comparison, the ACSS is the system 
through which other payment items, such as cheques, 
are cleared and settled. This system settles at noon the 
day after items are presented for clearing. While the 
LVTS is deemed to be systemically important, the 
ACSS is not.? Since the ACSS does not provide intraday 
finality to fund transfers, items exchanged via the 
ACSS are at risk until settlement occurs, hours after the 
clearing process begins. 


When the LVTS was first introduced, the interest rate 
band in the ACSS was initially set so that direct clearers 
would incur the same level of costs as under the previ- 
ous averaging period regime. Since the interest rate 


2. These arrangements meet the standards for systemically important pay- 
ment systems, which are required to have a built-in mechanism to protect 
participants against settlement risk (Goodlet 1997). 


3. After a review in December 2002, the ACSS was declared not to be desig- 
nated under the Payment Clearing and Settlement Act (Northcott 2002). 
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band for the LVTS was narrower, an overdraft or long 
position was less costly in this system compared with 
the ACSS. This encouraged the migration of large- 
value items to the LVTS from the ACSS. End-of-day 
positive or negative balances in the LVTS are subject to 
a 25-basis-point cost relative to the target overnight 
rate, while end-of-day net gains or losses in the ACSS 
were initially subject to a 250-basis-point cost. Over 
time, as certain migration milestones were met, the 
ACSS interest rate band was reduced, and before the 
introduction of next-day settlement, the cost stood 

at 150 basis points. Daily volumes in the ACSS, which 
were around $40 billion immediately after the intro- 
duction of the LVTS, are down to $16 billion today, in 
part because of the effect of the cost incentive on 
migration levels. 


One of the specific ways in which ACSS participants 
encountered this cost under the backdated settlement 
arrangements was related to a payment transaction that 
involved both the LVTS and the ACSS. For example, a 
direct clearer could receive a cheque payable to the 
Government of Canada for clearing and settlement in 
the ACSS, but would be required to make that pay- 
ment in the LVTS. In this simplified case, the direct 
clearer would end the day paying the target rate plus 
25 basis points on its overdraft in the LVTS and would 
earn the target rate less 150 basis points on its positive 
ACSS balance. If these balances had been held in the 
LVTS, the direct clearer would have received signifi- 
cantly more in interest. This Sy Soa ty! cost was 
known as a “dislocation” cost. 


The Impact of Next-Day Settlement 
on Costs 


The introduction of next-day settlement eliminates 
many of the costs for the financial institutions that 
participate in the ACSS, although it will result in a 
small capital charge being imposed. To understand 
how the introduction of the new regime eliminated 


4. In fact, direct clearers actively attempt to reduce dislocation costs through 
interbank transactions and the late-day execution of Settlement Exchange 
Transactions (SETs), in which a direct clearer “swaps” LVTS funds for ACSS 
funds with one or more counterparties. In the above example, the direct 
clearer would search out other direct clearers who hold positive LVTS balances 
and are projected to have negative balances in the ACSS, although they will 
not know their ACSS positions with certainty until the next morning. If the 
other counterparty(ies) agreed, the direct clearer would “receive” an LVTS 
payment of a specified amount from them (in the best-case scenario taking 
the LVTS balance to zero) and would allow its ACSS balances to be debited by 
the same amount as the amount received. 


most of the costs, a brief review of ACSS procedures 
under the old system will be helpful. 


Over the course of a business day, direct clearers receive 
on deposit numerous paper items and instruments 
from various electronic payment streams. These 
deposits are normally credited to the clients’ accounts 
on the same day. The items are sorted, processed, and 
cleared that evening in the ACSS. The calculation by 
the ACSS of the net amount of claims, or obligations, of 
the participating financial institutions is made in most 
regions at 9:30 the next morning (EST), with adjustments 
allowed up to 11 a.m. Previously, the Bank of Canada 
determined from the ACSS the aggregate amounts due 
to and from direct clearers, and settlement took place 
at noon through credits and debits in the direct clearer’s 
ACSS settlement accounts at the Bank. By allowing the 
books of the Bank to remain open into the following 
business day, until the clearing process was completed 
and settlement occurred, the effective date for the set- 
tlement was the same day that most payment items 
were credited to the customers’ accounts. 


With next-day settlement, the direct clearer sees its 
final ACSS multilateral net clearing position by mid- 
to late morning the day after the items are entered into 
the clearing process. The net gains and losses arising 
from the ACSS clearing process appear on the direct 
clearers’ balance sheets as a component of “items in 
transit” rather than as positive balances in the ACSS 
held as deposits or as central Bank advances on the 
Bank of Canada’s balance sheet.” The items settle, and 
the direct clearers’ positions with the Bank of Canada 
will be changed on the business day after the payment 
items are credited to the customers’ accounts. 


The interest-compensation mechanism agreed to by 
the ACSS members allows direct clearers to give value 
to the customer’s funds on the day the item is depos- 
ited and avoids the imposition of a float charge on 
their customer base. The CPA determines the interest 
compensation due to or from each direct clearer. (This 
is the only new infrastructure required for the imple- 
mentation of this project.) Direct clearers with a net 





5. Bank of Canada advances are secured loans made to a bank or other 
member of the CPA. As a result of the changes described above, the balance 
sheet of the Bank of Canada will contract. In 2002, the average size of the 
positive and negative balances held at the Bank by CPA members active in 
the ACSS was approximately $500 million. Given the 300-basis-point band in 
this payment system, this represents annual cost savings to the industry of 
$15 million at the expense of Bank of Canada profits, which are ultimately 
remitted to the Government of Canada. 


em 


40 BANK OF CANADA REVIEW ® AUTUMN 2003 


credit position in the ACSS receive an interest payment 
to cover their cost of giving credit to depositors on the 
business day before receiving funds in settlement. 
Conversely, direct clearers with net, debit positions 
make payments to offset their net benefit of debiting 
their customers’ accounts on the business day before 
paying funds in settlement. Interest compensation is 
calculated daily by the CPA at the target overnight rate 
(i.e., the Bank Rate less 25 basis points) and is 
included in the clearing balances settled at the Bank of 
Canada, using LVTS funds. 


An institution that finds itself with a negative clearing 
balance does not take an ACSS advance (an overdraft 
loan), but makes an LVTS payment to its ACSS sub- 
account at the Bank of Canada. When all payments 
have been credited to the subaccounts of the direct 
clearers with negative clearing balances, the Bank 
debits these accounts and credits the accounts of 
direct clearers that are to receive funds to settle their 
settlement account. There are no ACSS balances or 
overdrafts carried on the Bank of Canada’s balance 
sheet overnight, reducing the cost to participants. 


In the unlikely event that a direct clearer does not pay 
the amount of its negative clearing balance through 
the LVTS, it may still apply for an ACSS advance from 
the Bank to obtain the liquidity needed to settle its 
position. This may be required where the LVTS system 
is unavailable, or where a direct clearer is unable to 
connect to the system. It is unlikely that this facility will 
be used for borrowing overnight, as negative balances 
will be settled by an LVTS payment at some point dur- 
ing the remainder of the day. Following its practice 
with the continuous linked settlement (CLS) system 
for settling foreign exchange transactions, the Bank 
of Canada will not impose a charge based on interest 
rates on these overdrafts that are repaid later the same 
day. In the future, a levy or a fee for this service could 
be introduced. 


It is important to note that the new settlement arrange- 
ments for the ACSS do not alter the settlement risk 
borne by ACSS participants. By including in the finan- 
cial statements, in the items in transit category, the 
“settlement” risk that each ACSS participant bears, the 
ownership and extent of this exposure is clarified. 


Including ACSS net claims under items in transit on 
the balance sheet will increase the capital charge 
incurred by ACSS participants following the applica- 


tion of a risk weighting to the additional amount of 
net receivables as a result of the ACSS clearings.° 


Impact on ACSS Stakeholders 
ACSS participants 


The recent move to next-day settlement accounting 
and the subsequent change to the cost structure of the 
ACSS payment system will have an impact on indus- 
try behaviour. Risk mitigation rather than cost is likely 
to be the main driver for future migration of payments 
from the ACSS to the LVTS. As well, a number of 
migration initiatives and projects have recently been 
completed or are currently underway to move more 
payment value from the ACSS to the LVTS. Among 
them are the inclusion of equity trading in the CDSX’ 
and increased settlement of entitlements in the LVTS. 
In addition, to promote the settlement of large-value 
payments in the LVTS, a cap of $25 million has been 
set for paper items eligible for the ACSS. To prevent 
slippage of large payment items back to the ACSS, the 
Bank of Canada will continue to monitor the values 
processed in both payment systems. 


The desire to minimize capital costs associated with 
items in transit means that direct clearers will con- 
tinue to use Settlement Exchange Transactions (SETS). 
Direct clearers will attempt to reduce the items in tran- 
sit on their balance sheet by limiting, when possible, 
their pending position in the ACSS. As the migration 
of payment items and payment streams to the LVTS 
continues, the dollar amount of SETs will diminish. 


The change in the cost structure of the payment sys- 
tem has other potential effects. Pricing of large depos- 
its and overdrafts, particularly those transacted late in 
the business day, may be reviewed. Before next-day 
settlement was introduced, if a direct clearer held pos- 
itive or negative balances at the end of the day in the 


6. As an example, if a bank had “net receivables” of $100 million in the ACSS, 
this would be posted as a $100 million asset captured in items in transit on its 
balance sheet. The Office of the Superintendent of Financial Institutions states 
that “cheques and other items in transit” attract a risk weighting of 20 per cent, 

creating a risk-adjusted asset of $20 million. Bank for International Settlement 
guidelines set out that this must be supported by at least 8 per cent in capital. 
As a result, $1.6 million in capital is set aside. The actual capital charge depends 
on what the direct clearer targets for a return on capital. If 12 per cent is 

targeted, then the capital charge amounts to $192,000, or approximately 20 basis 
points. This compares to the 300-basis-point ACSS band that is being eliminated. 


7. CDSxX is the new clearing and settlement system for debt and equity securities 


in Canada. 
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ACSS as a result of an unexpected late-day customer 
transaction, the direct clearer would receive the lower 
limit of the ACSS interest rate band or be required to 
pay the upper limit. Now the direct clearer will 
receive or pay the target overnight rate. The competitive 
forces of the industry will ultimately determine the 
level of benefit passed on to the customer base. 


Bank of Canada 


The movement to next-day settlement with interest 
compensation has no impact on the implementation 
of monetary policy by the Bank of Canada, which 
currently involves adjusting, on a day-to-day basis, 
the level of Receiver General deposits held at the Bank 
versus those held by participants in the LVTS. As 
already noted, however, the move has reduced the size 
of the Bank’s balance sheet, resulting in an estimated 
annual loss of revenue of some $15 million for the fed- 
eral government. 


The elimination of positions in the ACSS of members 
of the Canadian Payments Association with the Bank 
of Canada will result in changes to the table that 
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Conclusion 


The change to next-day settlement with interest com- 
pensation has eliminated many of the costs associated 
with being a participant in the ACSS. It has done so 
without affecting the implementation of monetary 
policy and without reintroducing float charges for 
customers of financial institutions, and it has avoided 
major programming changes at the financial institu- 
tions. As well, the bookkeeping conforms to Generally 
Accepted Accounting Principles (GAAP) and is con- 
sistent with international best practices for settlement 
of non-real-time payment systems. Finally, and impor- 
tantly, the change to next-day settlement properly 
accounts for settlement risk taken by ACSS partici- 
pants by posting this exposure on the balance sheets 
of those who bear it. 
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Speeches 





Introduction 


Two of Governor David Dodge’s recent speeches are published in this issue of the Review. Speaking to the 
Couchiching Institute on Public Affairs on 7 August, Governor Dodge talked about some of the factors that 
are relevant to any decision on further economic integration in North America and what needs to be done 
if Canadians decide to pursue it. On 10 September, in an address to the Vancouver Board of Trade, 
Governor Dodge described the essential role that confidence plays in the efficient operation of 
markets and the trust Canadians have in our macroeconomic framework. 


The full text of other speeches given by the Governor can be found on the Bank’s Web site at: 
http:/ /www.bankofcanada.ca and include: 


23 October 2003 Opening statement to the Senate Banking, Trade and Commerce Committee 


22 October 2003 Opening statement at the House of Commons Finance Committee following 
the release of the Monetary Policy Report 


Opening statement following the release of the Monetary Policy Report 
5 September 2003 Remarks to the Spruce Meadows Roundtable, Spruce Meadows, Alberta 


17 July 2003 Opening statement following the release of the Monetary Policy Report Update 

12 June 2003 Remarks to the Conseil du patronat du Québec, Montréal, Quebec 

5 June 2003 Remarks to the German-Canadian Business Club of Berlin-Brandenburg, 
Berlin, Germany 

13 May 2003 Remarks to the Foreign Bankers’ Association in the Netherlands 

30 April 2003 Opening statement to the Senate Banking, Trade and Commerce Committee 

29 April 2003 Opening statement to the House of Commons Finance Committee 

23 April 2003 Opening statement following the release of the Monetary Policy Report 

7 April 2003 Remarks to the Canadian Council of Chief Executives, Washington, D.C. 

18 March 2003 Remarks to the Italian Bankers Association, Rome, Italy 

12 March 2003 Remarks at the Website Awards Event, Central Banking Publications and 


Lombard Street Research, London, England 
Remarks to the Canada-UK Chamber of Commerce, London, England 
29 January 2003 Remarks at the Speakers Forum, Toronto, Ontario 
23 January 2003 Opening statement following the release of the Monetary Policy Report Update 
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Economic Integration in 


North America 





Remarks by David Dodge 

Governor of the Bank of Canada 

to the Couchiching Institute on Public Affairs 
Geneva Park, Ontario 

7 August 2003 


or more than 70 years now, the Couchiching 

Institute on Public Affairs has been bringing 

Canadians together with the purpose of ask- 

ing some thought-provoking questions and 
encouraging lively, stimulating debates and action on 
a variety of key public policy issues. For example, it 
was at Couchiching, 56 years ago, that the idea of cre- 
ating a North Atlantic Treaty Organization (NATO) 
was first floated publicly by Escott Reid, a senior official 
with the Canadian Department of External Affairs. 
NATO was established a year and a half later, reflect- 
ing almost exactly the vision that Reid outlined in his 
speech at Couchiching. 


I am delighted to have been invited to participate in 
this year’s conference, the theme of which is “Conti- 
nentalism: What's in It for Us?” True to form, here 
again is a topic that is thought-provoking and, some 
might say, provocative! 


Before I venture any thoughts on the subject, let me 
make it clear that I am not here as an advocate for 
greater North American integration. This is very 
much a political decision for Canadians and their 
elected governments. It is a big decision, and all of us, 
as a democratic society, will have to determine what 
we really want. 


I’m not a politician; I’m an economist. So, what I 
intend to do tonight is to lay down some parameters 
for an appropriate discussion of the issues relevant to 
greater economic integration in North America. 


First, I would like to review the benefits and costs of 
economic integration. By economic integration, I mean 
the free movement of goods and services, capital, and 
labour and the harmonization of the rules governing 
the operations of these three key markets. I will briefly 
review the progress Canada has made on each of 
those fronts, and the benefits we have derived from 
Opening up our markets to international competition 
and to the free flow of capital. Next, I will talk about 
the remaining impediments to fuller economic inte- 
gration. And finally, I will briefly discuss where we 
might go from here. 


The Economic Benefits and Costs 
of Open Markets 


(i) Free trade 


International trade in goods and services takes place 
because countries have different resource endowments 
and labour skills and because consumer tastes vary 
from country to country. 


David Ricardo, a 19th-century British economist, 
argued that a country could gain from trade even 
when another country had an absolute advantage in 
producing all goods and services. He argued, rightly, 
that by concentrating on producing those goods and 
services in which a country was relatively more effi- 
cient, and importing those products in which it was 
relatively less efficient, it could increase its national 
income. And this would be so even if that country was 
absolutely less efficient in producing all products. This 
is the famous principle of comparative advantage. It is on 
this principle that economists base their view that 
barriers to trade reduce economic welfare in all coun- 
tries. When countries export goods and services in 
which they are most competitive and import those in 
which they are less competitive, consumers everywhere 
benefit, the potential output of all nations increases, 
and so does the global standard of living. 
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Opening up national borders also opens the door to 
greater global competition. And this acts as a potent 
incentive for businesses everywhere to become more 
efficient and productive. To relate this to Canada, 
international competition puts pressure on our 
domestic market to be more competitive, even in 
industries where the optimal scale may have only one 
or two Canadian firms operating. In the end, competitive 
pressure leads to greater efficiency, greater productiv- 
ity, and higher standards of living. 


So there are clear economic benefits to greater economic 
integration with the rest of the world. Of course, there 
are adjustment costs to be borne as barriers to trade 
are removed. Some firms and some industries will not 
be able to meet the foreign competition, and will die 
or contract. This is part of the process of releasing 
resources—both human and physical—to those indus- 
tries or firms that are taking advantage of new markets 
abroad. So some kind of mechanism to equit-ably share 
the short-run costs of adjustment is important to reap 
the medium- and longer-run benefits of freer trade. 


Since the Second World War, Canada has had a history 
of being open to global markets for goods and serv- 
ices. In my view, this interaction with the rest of the 
world has proven very successful and has benefited 
Canadians, and our foreign partners, enormously. 








There are clear economic benefits to 
greater economic integration with the 
rest of the world. 











As you know, the Canada-U.S. Free Trade Agreement 
(FTA) of 1989 and the North American Free Trade 
Agreement (NAFTA) of 1994, which added Mexico to 
the partnership, were initially viewed with a great 
deal of skepticism in this country. And at first, the 
adjustment to the FTA was difficult. But, by the late 
1990s, it was clear that freer trade in North America 
was bringing major benefits to Canada. FTA and 
NAFTA have opened up U.S. and Mexican markets, 
providing Canadian businesses with tremendous 
opportunities. They have also put pressure on our 
entrepreneurs to be more efficient—a challenge they 
have clearly risen to. Canadian exports have flour- 


ished, and consumers in this country now benefit 
from greater product choice and lower prices. 


Under the FTA and NAFTA, we have achieved much 
freer trade in manufactured goods. And we have gone 
quite a distance with respect to certain services. But 
we still have problems in some key sectors. For exam- 
ple, we certainly have a long way to go when it comes 
to agriculture. And even though, nominally, we have 
free trade in forest products and steel, complications 
do arise because the United States retained its ability 
to apply trade-remedy laws. The current softwood 
lumber dispute is an example of the problems we face 
with U.S. trade-remedy laws, specifically anti-dump- 
ing and countervailing duties. It is partly because of 
such problems that some analysts in Canada have 
recently been advocating a customs union, or some 
type of common market, with the United States. 


Clearly, some sections of NAFTA need further work if 
we are to eliminate all non-tariff barriers (such as 
countervailing and anti-dumping duties) and reduce 
the costs to industry of complying with a number of 
special rules, such as rules of origin. Dealing with 
these problems also means closer integration of regu- 
latory regimes in North America. 


Let me now turn from issues related to trade in goods 
and services to issues related to capital flows. 


(ii) Free capital flows 


Canada eliminated wartime foreign exchange controls 
in the early 1950s. Thus, for most of the post-war period, 
we have benefited greatly from the free movement of 
capital and from competition in financial markets. 


Capital flows have played a very important role in 
Canada’s development as a modern economy. Indeed, 
particularly through the 1950s, 1960s, and early 1970s, 
we were able to use foreign savings to finance the 
large investment projects that were necessary to 
develop our industrial infrastructure and increase our 
production potential, especially in the resource and 
manufacturing sectors. At the same time, Canadians 
have been able to set up businesses and pursue invest- 
ment opportunities abroad. Through two-way direct 
investments, Canada has also had access to, and bene- 
fited from, technological innovations and processes 
developed elsewhere. 


In a North American context, freeing up capital flows 
has not been part of formal negotiations between Can- 
ada and the United States. In both countries, this has 
largely been a domestic endeavour. By that, | mean 
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that the integration of Canada-U.S. capital markets 
has proceeded as fast as we, and the Americans, have 
been able to reduce domestic impediments to freer cap- 
ital flows. 


(iii) Free movement of workers 


Now, let me consider labour markets and the move- 
ment of labour between Canada and the United 
States. 


Back in the 19th century, there was considerable 
labour mobility between the two countries. But the 
movement of workers across the border suffered a 
serious setback after the First World War, particularly 
in the wake of the Great Depression. 


Today, the border between Canadian and U.S. labour 
markets is somewhat more open than it was at the end 
of the Second World War. But, in comparison with the 
markets for products and capital, it is still the least open. 
This is because of immigration policies and a mullti- 
tude of different provincial, state, or federal licensing 
laws in the two countries. To achieve the full benefits 
of a single market, significant freeing up of laws and 
regulations that impede labour mobility would be 
needed. But I recognize that this is extremely difficult, 
particularly in a Canada-U.S.-Mexico context. 


This completes my brief review of the key Canada- 
U.S. markets for goods and services, capital, and 
labour. Having done that, I believe that it would be 
fair to say that, although there are now fewer “formal” 
tariff and non-tariff barriers between the two coun- 
tries than there were 15 years ago, the reality is that 
borders still do matter. As John Helliwell reminds us, 
"border effects are still too large to be ignored and too 
complex to be easily classed as good or bad."! 


To achieve the full benefits of a single 
market, significant freeing up of laws 
and regulations that impede labour 
mobility would be needed. 





1. Helliwell, J.P. 1998. How Much Do National Borders Matter? Washington, 
D.C.: The Brookings Institution. 


(iv) Regulatory regimes 


As I just pointed out in discussing labour markets, 
there are many non-tariff impediments to achieving 
the full benefits of economic integration. 


Among these, importantly, are the different national, 
provincial, or state regulatory regimes. Here, it seems 
to me that one of the key questions we should be 
asking ourselves is whether we have given sufficient 
consideration to “harmonizing” a number of our regu- 
lations with those of the United States. By harmonizing, 
I mean working to make the regulations of the two 
countries compatible or convergent, but not necessarily 
identical. 


My sense is that, on this score, we have made some 
but not much progress. I will expand on this point 
later. 


Where Do We Go from Here? 


So, where do we go from here? 


Free trade within North America has brought us great 
benefits. Of that, there is no doubt. Ideally, though, 
what we should be striving for, as a country, is the 
removal of multilateral barriers to trade, so that the 
whole world can be open for business. The world 
community has been trying to do this since 1947. But 
it has been a very slow process because building 
consensus continues to be an uphill battle, as we are 
witnessing with the current Doha round of trade 
negotiations. 


For me, free world trade is still the ideal. We in Canada 
cannot, and should not, lose sight of that goal by 
focusing only on free trade in North America. But, 
if we cannot tear down barriers multilaterally, we 
should at least continue to tear them down between 
provinces in Canada, between Canada and the United 
States, between Canada and Mexico and, indeed, 
throughout the Americas. 


As I said earlier, a number of analysts in this country 
have recently been calling for fuller economic integration 
in North America—to be pursued through arrange- 
ments ranging from a customs union to some type of 
common market, and all the way to full economic and 
monetary union. 


Of course, not everyone in Canada is convinced of the 
merits of fuller economic integration within North 

America. In fact, as you will probably hear later in this 
conference, many Canadians are concerned about the 
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implications of such a move for our political sover- 
eignty and policy independence. 


Once again, I am here as an economist. So I will leave 
the political questions aside and focus instead on the 
factors that I see as relevant in the context of pursuing 
fuller economic integration. 


But I should point out that, although the interest for 
Canada in further integration is primarily economic, it 
is quite clear that the Americans see border security as 
an important element of that integration. So, as we in 
Canada consider deeper economic integration, we 
also have to consider what measures we would take to 
actually build a common security perimeter around 
North America. I do not intend to elaborate on this, 
since there are others at this conference who are much 
more knowledgeable and able to comment. But it is 
very important to recognize that, for our southern 
neighbours, security integration and economic inte- 
gration are clearly linked. 


With that, let me return to the question, Where do we 
go from here? 


Let’s start with trade. The key issue for Canada is to 
reduce “border risk,” that is, guarantee Canadian pro- 
ducers and service providers access to U.S. markets 
without hassle and expense at the border, and without 
the risk of suddenly being shut out of those markets 
by some discretionary U.S. action. This is important. 


Here are some of the steps that could help in this 
respect: 


© a common external tariff—that is, a cus- 

toms union and common border practices 

for imports from, and exports to, overseas 
markets 


e harmonization of trade and commercial 
policies and regulation 


¢ anend to the application of trade remedies 
within North America, and 


¢ a uniform policy with respect to federal 
and state / provincial subsidies. 


We could also work towards broadening NAFTA cover- 
age to include agricultural products, although there 
are clear difficulties in this area. And we could work 
to remove barriers to trade in cultural, legal, financial, 
and communication services, although, here again, 
harmonizing regulatory regimes at the federal and 
state / provincial levels would be very difficult. 


I must tell you that arriving at an agreement on meas- 
ures to reduce border risk or to broaden the scope of 


a 
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NAFTA won't be easy. Most of the easier steps have 
already been taken. Remember, too, that the Americans 
have different concerns with respect to Mexico than 
they have with respect to us. There are many practical 
and political challenges to be overcome on the way. 
But if we could reach agreement on deepening and/or 
broadening NAFTA, it would be extremely valuable. It 
would spread the benefits of competition across more 
industries, reduce uncertainty stemming from unilateral 
trade actions, and greatly reduce non-tariff barriers 
(which are often even greater impediments to trade 
than tariffs). And if we could agree on common external 
trade rules and tariffs, rules of origin could be elimi- 
nated and matters at the border would be enormously 
simplified. 





There are efficiency gains to be made 
from moving to common regulatory 
standards in North America. 





Let me now turn from trade in goods and services to 
other issues related to economic integration, or what 
the Europeans call the creation of a “single market.” 
These issues largely relate to the harmonization of 
regulatory regimes, not only with respect to the market 
for goods and services, but also the markets for capital 
and labour. 


There are efficiency gains to be made from moving to 
common regulatory standards in North America. Not 
only would common standards reduce the costs of 
compliance, they would also allow our entrepreneurs 
to compete with the Americans on a more level play- 
ing field. But, as the European experience demon- 
strates, achieving such common standards is a long, 
painstaking, and difficult process. What the Europe- 
ans did, in many instances, was to write a whole new 
set of rules to replace the often very divergent rules in 
the 15 member countries of the European Union. We 
do not face as daunting a problem in North America 
(at least in Canada and the United States) because the 
basic structure and philosophy of the regulatory 
frameworks governing commerce, labour, and financial 
markets are similar—though far from identical. So the 
job of harmonization at the national level will be 
somewhat less onerous than in Europe. But it will still 
be a lengthy and difficult process. Furthermore, the 


problem for us is that, given the size and weight of the 
United States, reaping the benefits of harmonization 
will mean that, by and large, we would probably have 
to move towards U.S. regulatory standards. 


Clearly, there are some drawbacks to harmonizing our 
regulatory standards and procedures with those existing 
in the United States. U.S. standards may not always be 
absolutely ideal in a Canadian context. But the point is 
that we should not reject them out of hand because 
they are not perfect. Rather, we should assess them 
very carefully. And we should always be asking, 
Would we be better off adopting U.S. standards, so we 
can have harmonized regulatory regimes across North 
America, rather than adhering to our own, even though 
ours might be better suited to our unique circum- 
stances? 


What I’m saying is that, if we are going to preserve 
different regimes of economic regulation, we’d better 
have solid reasons for doing so. And we’d better make 
sure that the differences we maintain will indeed lead 
to better outcomes for Canadians. 


To be sure, there are some things that we may want to 
do differently in Canada, based on social or political 
grounds. For example, one issue that Canadians are 
currently debating is the provision of health care and 
the regulation of public health and drugs. Immigra- 
tion policy is another. All these issues deserve careful 
consideration. And we should encourage our analysts 
to examine closely the benefits and costs of maintain- 
ing divergent regimes versus the benefits and costs of 
pursuing regimes that move us closer to harmoniza- 
tion. 


One last point I would like to make with respect to 
regulation is that, domestically, we have a big problem 
in Canada. I am referring, of course, to the diversity of 
provincial standards in such key areas as labour mar- 
kets, financial markets, and the markets for some serv- 
ices. Different criteria for professional certification of 
tradespeople, different provincial securities regula- 
tions, and different rules related to transportation 
come readily to mind. By and large, this kind of diver- 
sity does not serve us well. So it is very important that 
we also harmonize regulatory standards at home. 


While most of the regulatory integration issues I have 
spoken about tonight apply to labour and capital mar- 
kets as well as markets for goods and services, I want 
to make a couple of points specifically related to fur- 
ther integration in labour and capital markets. 


Labour market integration would be greatly aided 
if Canada and the United States had procedures in 


place—procedures that were rapid, simple, and inex- 
pensive—to grant work permits allowing citizens of 
either country to cross the border to take up jobs. Need- 
less to say, this would be easier to negotiate if we were 
to simultaneously adopt a common immigration 
security perimeter for North America, although, logi- 
cally, adoption of such a perimeter is not a prerequisite. 





So it is very important that we also 
harmonize regulatory standards at 
home. 


To ensure that there are real welfare gains, initiatives 
to open up labour markets would also call for greater 
harmonization of licensing standards, so that people 
could actually be employed on both sides of the bor- 
der. Of course, a good first step in this area would be 
harmonization of policies and adoption of common 
licensing standards in labour markets across prov- 
inces within Canada! 


Canadian and U.S. capital markets are already highly 
integrated and, as I said earlier, Canadians (and 
Americans) have benefited greatly from this open, 
transparent, and competitive market. As we all seek to 
improve corporate governance and to achieve greater 
transparency in the wake of recent corporate scandals, 
this is a real opportunity to achieve greater harmoni- 
zation of rules in North America—not to mention glo- 
bally. There is a willingness at the moment, on the part 
of authorities everywhere, to try to find a reasonable 
mix of principles and rules for accounting standards 
and securities regulation. We should seize the oppor- 
tunity—and I believe we are in the process of doing 
so—to achieve greater uniformity of standards, not 
only with the United States but also among Canadian 
provinces. 


In sum, to achieve maximum economic benefits, har- 
monization of regulatory standards and practices, par- 
ticularly with respect to capital and labour markets, 
should be a priority as we move forward. 


Economic Integration and 
Monetary Union 


One last issue I would like to address briefly tonight is 
that of monetary integration. I have been asked the 
question, If there was a political decision in Canada to 
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adopt policies of deeper North American integration, 
would it still make sense for us to keep our own cur- 

rency? Or should we be thinking about adopting the 

U.S. dollar as our currency? 


Monetary union is an issue that 
should be considered once we have 
made more progress towards 
establishing a single market for goods 
and services, capital, and labour. 


First, let me stress that monetary union is an issue 
that should be considered once we have made more 
progress towards establishing a single market for 
goods and services, capital, and labour. Without a 
single, well-functioning market for labour, a single 
currency could impose great adjustment costs on 
workers. But suppose we were on track to achieve a 
single market. Should we then be thinking of a monetary 
union as well? The response to this, which I have set 
out in earlier speeches, is that it depends, to an important 
extent, on how close or how far apart are the indus- 
trial structures of the two countries. 


Although it is always possible that at some future time 
those structures could converge (they could also 
diverge!), the reality is that, right now, they are quite 
different. This means that economic shocks tend to 
affect our two economies differently. In these circum- 
stances, a separate floating currency facilitates adjust- 
ment to those shocks at least cost, in terms of lost 
output or higher inflation. 


But suppose we were well on our way to achieving a 
true single market for goods and services, labour, and 
capital. Then it would be sensible to consider a common 
currency in the context of the industrial structures pre- 
vailing at that time, with a view to ascertaining whether 
the benefits of lower transaction costs associated with a 
common currency outweighed the higher costs of eco- 
nomic adjustment. 
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Conclusion 
Let me wrap up by summarizing my main points. 


Fundamentally, the decision to deepen economic inte- 
gration in North America is a political one that Cana- 
dians and their governments will have to make. 


From a purely economic perspective, I have, as an econ- 
omist, a strong predilection for continuing to tear 
down barriers to trade—preferably, multilaterally, but, 
realistically, first within Canada and North America. 
Over the long haul, that is going to encourage a more 
efficient, productive economy, greater opportunities 
for Canadian entrepreneurs and workers, and, most 
importantly, higher living standards for Canadians. 


I have, as an economist, a strong 
predilection for continuing to tear 
down barriers to trade—preferably, 

multilaterally, but, realistically, first 
within Canada and North America. 


To be sure, certain costs are involved in all of this. 
Fuller integration with the United States could make 
us more vulnerable to fluctuations in economic activity 
in that country. And we may no longer be able to tailor 
policies to fully meet our own needs or to foster par- 
ticular Canadian industries. These are issues that we 
ought to be aware of and analyze very carefully. But 
economic theory and our experience so far support 
the view that, on balance, the benefits of opening up 
to the rest of the world outweigh the costs. 


Tonight, I have laid down some of the factors that I 
consider relevant in trying to come to a judgment 
about the desirability of further economic integration 
in North America, and about what needs to be done if 
Canadians decide to pursue this. 


I am looking forward to the insights that others may 
have on this issue as the conference unfolds. 


Fostering Confidence 





Remarks by David Dodge 
Governor of the Bank of Canada 
to the Vancouver Board of Trade 
Vancouver, British Columbia 
10 September 2003 


ood afternoon. It’s great to be back in 

Vancouver and to renew acquaintances at 

the Board of Trade. I’m going to spend 

some time today discussing the Bank of 

Canada’s outlook for the Canadian economy 
and inflation, and how we are responding. But in 
order to understand the current economic situation, 
we need to look at some of the extraordinary events of 
the past year or so and how those events have affected 
the economy. 


My last public speech here was almost exactly a year 
ago. You will recall that, at the time, markets were still 
in turmoil in the wake of Enron, WorldCom, and other 
corporate governance and accounting scandals of late 
2001 and early 2002. In the United States and Canada— 
as well as in many other countries—corporations, 
regulators, and governments were beginning to respond 
with measures aimed at restoring and maintaining 
investor confidence. 


Then came 2003—which could well be named “The 
Year of the Shocks.” There was the war in Iraq, which 
is still being played out. The worldwide outbreak of 
severe acute respiratory syndrome (SARS) was a blow 
to Canada and to Asia. The human toll of SARS in 
Toronto was accompanied by a severe drop in Canada’s 
tourism and travel industry. We also had an isolated 
case of mad-cow disease that blocked our exports of 
beef and cattle. Many of these export restrictions remain. 
And the forest fires in British Columbia have caused 
extensive financial and emotional pain. Meanwhile, 


the softwood lumber dispute with the United States 
has not been resolved. And recently, Ontario suffered 
through North America’s biggest-ever power outage. 


However, the good news is that Canadian consumers 
and businesses have been remarkably resilient through 
the past year or two in the face of all these shocks. But 
these kinds of shocks can have a significant impact on 
consumer and business confidence, especially when 
they happen in quick succession. 


Today, I want to talk about the role that confidence 
plays in our economy and the measures that are being 
taken to strengthen it. Trust and confidence are essential 
if markets are to operate efficiently, so that businesses 
can finance themselves in good times and bad. And 
Canadians need to maintain confidence in the macro- 
economic framework so that we can all reap the benefits 
of a smoothly functioning economy. 


The Role of Confidence 
in Monetary Policy 


At the Bank of Canada, we spend a lot of time thinking 
about confidence, because it is important to the conduct 
of monetary policy, which is focused on inflation 
targeting. We aim to keep the trend of inflation at 
the 2 per cent target midpoint of a 1 to 3 per cent 
range. When the trend strays away from that mid- 
point, either upwards or downwards, we take action 
to return it to 2 per cent over the medium term. We do 
that by adjusting our target for the overnight interest 
rate. 


Over the past decade or so, we have successfully kept 
inflation at around 2 per cent, on average. Here’s where 
the confidence factor enters into the equation: Canadians 
now expect that inflation will stay near the target— 
not just for the near term, but into the future. They 
believe that the value of their earnings and savings 
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won't be eroded by inflation and that the real burden 
of their debt won't be increased by deflation. 


That confidence has paid a real dividend in terms of 
monetary policy effectiveness. Inflation targeting 
works best when Canadians believe that it will work— 
in other words, when they have confidence that we 
will keep inflation near the 2 per cent target. 


With this confidence, inflation and inflation expectations, 
as well as interest rates, have become more stable— 
and this benefits the whole economy. 





Inflation targeting works best when 
Canadians believe that it will 
work—in other words, when they have 
confidence that we will keep inflation 
near the 2 per cent target. With this 
confidence, inflation and inflation 
expectations, as well as interest rates, 
have become more stable—and this 
benefits the whole economy. 


How did we achieve this confidence dividend? By 
establishing a track record of credible, consistent mone- 
tary policy, together with greater accountability and 
transparency. Like many other major central banks, 
we have embraced the notion that monetary policy 
is more effective when people can understand what 
their central bank is doing and why. That is the motiva- 
tion behind our semi-annual Monetary Policy Reports 
and Updates, our eight interest rate announcements 
every year, and our many public appearances and 
speeches. 


Of course, monetary policy does not function in isola- 
tion. It works best when it is complemented by fiscal 
policies aimed at avoiding deficits and lightening gov- 
ernment debt burdens. Reducing, and ultimately elimi- 
nating, the federal deficit in the 1990s helped Canada’s 
international credibility, lowered the risk premium 
demanded by investors, and gave Canada more flexi- 
bility to adjust to changing economic circumstances. 
And continued fiscal prudence has given us the flexi- 
bility to weather the recent economic turmoil rather 
well. 


Canadians have now seen the benefits of low, stable, 
and predictable inflation, and balanced budgets. And 
they expect that their central bank and their govern- 
ments will continue to deliver those benefits through 
responsible monetary policy and prudent fiscal manage- 
ment. 


Confidence in Markets 


So, good monetary and fiscal policies deliver a confi- 
dence dividend. But, of course, trust and transparency 
are crucial factors all across the economy and the 
financial system. We all know that a business will not 
last long if it squanders the confidence of its customers, 
suppliers, and investors. 


The corporate finance and accounting scandals of 2001 
and 2002 hurt more than just profits and portfolio gains. 
They also sideswiped the confidence of financial market 
participants. The problems that brought down Enron, 
WorldCom, and others were not limited to those com- 
panies. In fact, the international task force appointed 
by the International Federation of Accountants—and 
chaired by John Crow, a former Bank of Canada 
Governor—correctly notes that Enron was the event 
which, by its sheer size, awoke many to issues that 
had been significant for some time. 


What’s encouraging is that this awakening has hap- 
pened quickly and that considerable effort is being 
made to address those issues and reinforce trust in the 
financial system. The Sarbanes-Oxley Act in the 
United States, for example, is aimed at restoring trust 
in corporate financial reporting. Other international 
efforts are underway to improve both reporting and 
monitoring of public companies. 


In Canada, federal and provincial governments have 
been working with the private sector to review and 
improve the framework governing public companies 
and capital markets. These initiatives are summarized 
in a document entitled Fostering Investor Confidence in 
Canadian Capital Markets, which can be found on the 
Department of Finance’s Web site. 


Efforts are focused on four areas: 
e improving financial reporting and 
disclosure 
¢ enhancing the quality of the audit process 


¢ strengthening corporate governance and 
management accountability, and 


¢ toughening enforcement 
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All of these efforts are aimed at building the confidence 
needed to allow markets to protect the interests of 
investors and creditors and to operate efficiently so 
that businesses can finance their operations at the lowest 
cost. 


Steps to Foster Confidence 


Let’s look first at what’s been done to date to improve 
financial reporting and disclosure. Our system, which 
has already worked quite well for Canadians, is being 
strengthened. The proposed new changes are aimed at 
building confidence while keeping compliance costs 
relatively low. 


New guidelines on continuous disclosure obligations 
of public companies are being drafted by the Canadian 
Securities Administrators. The goal is to implement 
them by January 2004. There are also new guidelines 
from the Canadian Institute of Chartered Accountants 
(CICA) on stock options, financial guarantees, and off- 
balance-sheet arrangements. And the Investment 
Dealers Association (IDA) has developed new rules to 
promote the independence of financial analysts. 


To improve the quality of the audit process, a new 
Canadian Public Accountability Board will oversee the 
practices of firms that audit publicly listed companies. 
Its chairman is Gordon Thiessen, my predecessor as 
Governor of the Bank of Canada. And David Scott, a 
senior partner with PricewaterhouseCoopers, was 
recently appointed as CEO. The Board will inspect 
audit firms and will make recommendations on 
accounting and assurance standards, rules of conduct, 
and governance practices. Its efforts are being aug- 
mented by the new Auditing and Assurance Standards 
Oversight Council, which is designed to provide per- 
spectives from outside the accounting profession on 


the oversight and setting of corporate audit standards. 


Critical initiatives to restore investor confidence are 
also being taken in the areas of corporate governance 
and management accountability. Most importantly, 
many companies have taken, or are taking, action on 
their own in this regard. Their efforts are being sup- 
ported by the actions of provincial securities commis- 
sions. In January, the Office of the Superintendent 

of Financial Institutions released new guidelines on 
corporate governance for federally incorporated 
financial institutions. In last February’s budget, the 
federal government announced a plan to strengthen 
the corporate governance standards in the Canada 
Business Corporations Act and the financial institutions 
statutes. 


Institutional investors have also been pushing for bet- 
ter corporate governance practices and management 
accountability. They have established the Canadian 
Coalition for Good Governance, chaired by Michael 
Wilson, former Minister of Finance. The Coalition 
recently published new Corporate Governance Guide- 
lines for Building High Performance Boards. 


There has been a perception that the authorities have 
not been vigilant in enforcing the rules with respect to 
fraud and insider trading violations. Recent studies 
suggest that Canadian firms pay a penalty, in terms of 
their market valuations, as a result of this perception. 
That is why it is encouraging to see that steps have 
been taken to toughen enforcement. The B.C. govern- 
ment has draft legislation to increase fines, give more 
power to the provincial Securities Commission, and 
increase the rights of investors. Ontario and Quebec 
have passed legislation to increase penalties and to 
broaden the investigative powers of their securities 
commissions. New guidelines from the IDA include 
stiffer penalties for securities dealers that break IDA 
rules. 


In last February’s budget, the federal government 
announced stronger enforcement measures to combat 
fraud in capital markets. Amendments to the Criminal 
Code will make it easier to prosecute lawbreakers. 
More money will be dedicated to investigating serious 
cases of capital market fraud. And special teams of 
investigators, forensic accountants, and lawyers will 
be set up in key financial centres. 


These are just some examples of the progress that has 
been made in Canada by companies, regulators, and 
governments to build investor confidence in our 
financial markets. Of course, these efforts also promote 
better corporate decision-making, greater efficiency, 
and stronger corporations. That is why it’s in the 
interest of all of us that we make further progress. 


What should we bear in mind as we continue to make 
these improvements? First, we must not be lulled into 
thinking that all the problems are behind us. Unless 
we remain vigilant and rigorous in our efforts, we risk 
squandering the good work done so far. 


Second, while we must apply the same principles to 
all companies, they must be applied in ways that do 
not impose undue compliance costs, especially on 
smaller businesses. 


Third, while our standards don’t have to be identical 
to those in other countries, they must be seen to be as 
effective. Canadian and U.S. capital markets are already 
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highly integrated, and Canadians (and Americans) 
have benefited greatly from these open, transparent, 
and competitive markets. 


Indeed, since world markets are increasingly integrated, 
there is a great benefit to having standards that are 
globally consistent. Right now, there appears to be 
willingness on the part of authorities in a number of 
countries to find a reasonable mix of principles and 
rules for accounting standards and securities regulation 
that could be applied globally. The International 
Accounting Standards Board and the U.S. Financial 
Accounting Standards Board are cooperating in such 
an undertaking, with the support of other countries, 
including Canada. It is important that Canada continue 
to work towards sensible global standards. We must 
identify how our practices should change to fit those 
standards in order to help our capital markets stay 
competitive in an increasingly global environment. 


Markets work more efficiently when they all operate 
under clear, transparent, and reasonable rules and 
principles—both internationally, and also within Can- 
ada. That is why we at the Bank of Canada encourage 
efforts to achieve uniform securities law, regulation, 
and enforcement across this country. 


Finally, as we set new rules to promote confidence, we 
must be careful to avoid creating a regime that stifles 
financial market innovation. We need to create a 
framework that balances the necessity for effective 
and enforceable rules to promote confidence with the 
need to facilitate new and innovative methods of cor- 
porate financing to improve the allocation of capital. 


This type of framework is the best support we can 
provide for the efficient operation and continued 
growth of our financial markets. But it won't do the 
whole job. A sound legal and regulatory framework 
must be combined with strong and widespread ethical 
standards. CEOs and other corporate officers must 
take it upon themselves to communicate with inves- 
tors clearly, openly, and fairly. Investors, for their part, 
have a responsibility to take into account all available 
information. And regulators, politicians, and public 
servants must all perform their functions in a way that 
reinforces trust. We all benefit when everyone plays 
by the rules. Only by reaffirming the integrity of indi- 
viduals, corporations, and public institutions can we 
restore and maintain the confidence dividend. 


Indeed, as I said at the outset, the resiliency of Canadian 
consumers, investors, and businesses has helped us 
weather recent economic shocks. Confidence will be 
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critical to strengthening our economy in the months 
ahead and to a sustained expansion over the medium 
term. So let me now briefly discuss the Bank’s views 
on the economy and inflation. 


We all benefit when everyone plays by 
the rules. Only by reaffirming the 
integrity of individuals, corporations, 
and public institutions can we restore 
and maintain the confidence 
dividend. 


The Current Economic Situation 


Since our Monetary Policy Report Update in July, infla- 
tion pressures in Canada have continued to ease. Part 
of the recent decline in inflation has come from an 
increase in the amount of slack in the economy. The 
pace of growth in the second quarter of this year was 
interrupted by a number of near-term factors, espe- 
cially SARS and trade restrictions on Canadian exports 
of cattle and beef because of an isolated case of bovine 
spongiform encephalopathy (BSE). Growth in the third 
quarter will also likely remain below the economy’s 
potential because of the remaining trade restrictions 
on beef and cattle, as well as the effects of the power 
blackout in Ontario and of forest fires in Western Can- 
ada. 


The prices of some services have been temporarily 
depressed by SARS. In addition, there has been a 
greater-than-anticipated reduction in the prices of a 
number of goods, such as motor vehicles, clothing, 
and household furniture and appliances. We had 
expected our core rate of inflation—which strips out 
the eight most volatile components of the consumer 
price index, as well as the effect of changes in indirect 
taxes on the remaining components—to decline 
below the 2 per cent target. In fact, that happened 
earlier than the Bank had anticipated. Our core inflation 
measure is likely to decline somewhat further in the 
next few months. And we see the trend of inflation 
remaining below the 2 per cent target for some time. 


As I've said, part of this lower trend in inflation is a 
result of the slack in the economy that has opened up 


in 2003. In addition, prices of many traded goods have 
fallen worldwide because of excess supply. The rise in 
the Canadian dollar earlier this year pulled down the 
price of imported goods, and some retailers have passed 
on these savings to consumers. As well, vendors are 
lowering prices to clear their inventory, especially in 
the automobile sector. Price pressures that we saw 
from higher insurance premiums earlier this year 
appear to be dissipating as the year progresses. 


The total CPI inflation rate has come down from 

4.6 per cent in February to 2.2 per cent recently, 
because of the decline in core inflation and because of 
smaller increases in energy prices. Swings in energy 
prices remain a risk to our total inflation outlook in 
the months ahead, although we assume oil prices of 
about US$27 per barrel in 2004. 


Despite current weakness, the 
accumulation of economic evidence to 
date reinforces the Bank’s view that 
growth in the Canadian economy will 
strengthen towards the end of 2003 
and through 2004. 


Notwithstanding the temporary factors that have 
affected the economy in the second and third quarters 
of this year, we see indications that the conditions are 
in place for stronger economic growth. Here’s why. 
Growth of final domestic demand has remained robust, 
and the adverse effects of the shocks that I just men- 
tioned are beginning to dissipate. The economic 
rebound in the United States began earlier, and will be 
stronger, than previously expected. More robust con- 
sumer demand and strengthening business investment 
in the United States should augur well for Canadian 
exports. We are also seeing a strengthening trend in 
Asia. As well, the tone of capital markets remains 
favourable. 


So, despite current weakness, the accumulation of 
economic evidence to date reinforces the Bank’s view 
that growth in the Canadian economy will strengthen 
towards the end of 2003 and through 2004. 


Last week, we lowered our target for the overnight 
rate by one-quarter of one percentage point, to 

2 3/4 per cent. With this decision, policy interest rates 
will support the return to levels of economic activity 
that are consistent with an overall balance between 
supply and demand in the economy. Achieving that 
balance will work to return inflation to the target over 
the medium term. 


Conclusion 


Canadians have been through a lot this year. But each 
shock also represented an opportunity—to learn, to 
improve our ability to handle a crisis, and to strengthen 
our sense of community. 


No one can predict what kind of shocks our economy 
will face in the future, but we know that shocks will 
occur. What's important is that we have a robust eco- 
nomic and financial framework that allows us to deal 
with those disturbances and to seize opportunities as 
they arise. It is that strong framework that gives busi- 
nesses and investors the confidence to take risks and 
to innovate. 


No one can predict what kind of 
shocks our economy will face in the 
future, but we know that shocks will 
occur. What's important ts that we 
have a robust economic and financial 
framework that allows us to deal with 
those disturbances and to seize 
opportunities as they arise. 





We are making progress in building the framework 
that supports the confidence dividend. During the 
1990s, we improved our fiscal and monetary policies. 
Now, as I have described, we’re working to make our 
financial systems more robust and efficient. 


These continuing efforts promote confidence. They 
improve our ability to withstand all types of economic 
shocks and to capitalize on opportunities. 
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Notes to the Tables 





Symbols used in the tables 


R 


Revised 


Value is zero or rounded to zero. 


Note: 


Blank spaces in columns indicate that data are either not available 
or not applicable. 


A horizontal rule in the body of the table indicates either a break in 
the series or that the earlier figures are available only at a more 
aggregated level. 


Al 


(1) In February 1991, the federal government and the 
Bank of Canada jointly announced a series of targets 
for reducing inflation to the midpoint of a range of 
1 to 3 per cent by the end of 1995. In December 1993, 
this target range was extended to the end of 1998. In 
February 1998, it was extended again to the end of 


2001. In May 2001, it was extended to the end of 2006. 


(2-3) Year-to-year percentage change in consumer price 
index (Table H8). The core CPI is the CPI excluding 
the eight most volatile components: fruit, vegetables, 
gasoline, fuel oil, natural gas, intercity transportation, 
tobacco, and mortgage-interest costs, as well as the 
effect of changes in indirect taxes on the other CPI 
components 

(4-5) The operating band is the Bank of Canada’s 50-basis- 
point target range for the average overnight rate 
paid by investment dealers to finance their money 
market inventory. 

(6) The overnight money market financing rate is an 
estimate compiled by the Bank of Canada. This 
measure includes funding of the major money 
market dealers through general collateral buyback 
arrangements (repo) including special purchase and 
resale agreements with the Bank of Canada and 
funding through call loans and swapped foreign 
exchange funds. Prior to 1996, data exclude all repo 
activity with the exception of those arranged directly 
with the Bank of Canada. These latter have been 
included in the calculation since 1995. 

(7) The monetary conditions index is a weighted sum of 
the changes in the 90-day commercial paper rate and 
the C-6 trade-weighted exchange rate (see technical 


note in the Winter 1998-1999 issue of the Bank of 
Canada Review, pages 125 and 126). The index is 
calculated as the change in the interest rate plus one- 
third of the percentage change in the exchange rate. 
The Bank does not try to maintain a precise MCI 
level in the short run. See Monetary Policy Report, 
May 1995, p.14. 

(8) 90-day commercial paper rate. The rate shown is the 
Bank of Canada’s estimate of operative market 
trading levels on the date indicated for major 
borrowers’ paper. 

(9) The C-6 exchange rate is an index of the weighted- 
average foreign exchange value of the Canadian 
dollar against major foreign currencies. (See 
technical note in the Winter 1998-1999 issue of the 
Bank of Canada Review, pages 125 and 126.) Weights 
for each country are derived from Canadian 
merchandise trade flows with other countries over 
the three years from 1994 through 1996. The index 
has been based to 1992 (i.e., C-6 = 100 in 1992). The 
C-6 index broadens the coverage of the old G-10 
index to include all the countries in the EMU. 

(10) Gross M1: Currency outside banks plus personal 
chequing accounts plus current accounts plus 
adjustments to M1 described in the notes to Table E1 
(Bank of Canada Banking and Financial Statistics). 

(11) M1++: M1+ plus non-chequable notice deposits held 
at chartered banks plus all non-chequable deposits 
at trust and mortgage loan companies, credit unions, 
and caisses populaires less interbank non-chequable 
notice deposits plus continuity adjustments. 

(12) M2++: M2+ plus Canada Savings Bonds plus 
cumulative net contributions to mutual funds other 
than Canadian-dollar money market mutual funds 
(which are already included in M2+). 

(13) Yield spreads between conventional and Real Return 
Bonds are based on actual mid-market closing yields 
of the selected long-term bond issue. At times, some 
of the change in the yield that occurs over a 
reporting period may reflect switching to a more 
current issue. Yields for Real Return Bonds are mid- 
market closing yields for the last Wednesday of the 
month and are for the 4.25% bond maturing 
1 December 2026. Prior to 7 December 1995, the 
benchmark bond was 4.25% maturing 1 December 
2021. 
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(14-15) CPI excluding food, energy, and the effect of changes 
in indirect taxes. CPIW adjusts each of the CPI basket 
weights by a factor that is inversely proportional to 
the component’s variability. For more details, see 
“Statistical measures of the trend rate of inflation.” 
Bank of Canada Review, Autumn 1997, 29-47 

(16) Unit labour costs are defined as aggregate labour 
income per unit of output (real GDP at basic prices). 

(17) IPPI: Industrial product price index for finished 
products comprises the prices of finished goods that 
are most commonly used for immediate 
consumption or for capital investment. 

(18) Data for average hourly earnings of permanent 
workers are from Statistics Canada’s Labour Force 
Information (Catalogue 71-001). 


A2 


The majority of data in this table are based on, or derived from, 
series published in statistical tables in the Bank of Canada 
Banking and Financial Statistics. For each column in Table A2, a 
more detailed description is given below, as well as the source 
table in the Banking and Financial Statistics, where relevant. 


(1) Gross M1: Currency outside banks plus personal 
chequing accounts plus current accounts plus 


adjustments to M1 described in the notes to Table E1. 


(2) M1+: Gross M1 plus chequable notice deposits held 
at chartered banks plus all chequable deposits at 
trust and mortgage loan companies, credit unions, 
and caisses populaires (excluding deposits of these 
institutions) plus continuity adjustments. 

(3) M1++: M1+ plus non-chequable notice deposits held 
at chartered banks plus all non-chequable despoits 
at trust and mortgage loan companies, credit unions, 
and caisses populaires less interbank non-chequable 
notice deposits plus continuity adjustments. 

(4) M2+: M2 plus deposits at trust and mortgage loan 
companies and government savings institutions, 
deposits and shares at credit unions and caisses 
populaires, and life insurance company individual 
annuities and money market mutual funds plus 
adjustments to M2+ described in notes to Table E1. 

(5) M2++: M2+ plus Canada Savings Bonds plus 
cumulative net contributions to mutual funds other 
than Canadian-dollar money market mutual funds 
(which are already included in M2+). 

(6) Short-term business credit (Table E2) 

(7) Total business credit (Table E2) 

(8) Consumer credit at monthly reporting institutions 
(Table E2) 

(9) Residential mortgage credit (Table E2) 

(10) Gross domestic product in current prices (Table H1) 

(11) Gross domestic product in chained 1997 dollars 
(Table H2) 

(12) Gross domestic product by industry (Table H4) 
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(13) Civilian employment as per labour force survey 
(Table H5) 

(14) Unemployment as a percentage of the labour force 
(Table H5) 

(15-16) Data for capacity utilization rates are obtained from 
the Statistics Canada quarterly publication Industrial 
Capacity Utilization Rates in Canada (Catalogue 31-003), 
which provides an overview of the methodology. Non- 
farm goods-producing industries include logging and 
forestry; mines, quarries and oil wells; manufacturing; 
electric power and gas utilities; and construction. 

(17) Consumer price index (Table H8) 

(18) Consumer price index excluding the eight most volatile 
components: fruit, vegetables, gasoline, fuel oil, 
natural gas, intercity transportation, tobacco, and 
mortgage-interest costs, as well as the effect of 
changes in indirect taxes on the other CPI components. 
(Table H8) 

(19) Gross domestic product chain price index (Table H3) 

(20) Unit labour costs are defined as aggregate labour 
income per unit of output (real GDP at basic prices). 

(21-22) The data on wage settlements are published by 
Human Resources Development Canada and 
represent the effective annual increase in base wage 
rates for newly negotiated settlements. These data 
cover bargaining units with 500 or more employees. 
Contracts both with and without cost-of-living- 
allowance clauses are included. 

(23-24) Bank of Canada commodity price indexes: Total and 
total excluding energy (Table H9) 

(25) Treasury bills are mid-market rates for typical quotes 
on the Wednesday shown. 

(26-27) Selected Government of Canada benchmark bond yields 
are based on actual mid-market closing yields of 
selected Canada bond issues that mature 
approximately in the indicated term areas. At times, 
some of the change in the yield occurring over a 
reporting period may reflect a switch to a more 
current issue. Yields for Real Return Bonds are mid- 
market closing yields for the last Wednesday of the 
month and are for the 4.25% bond maturing 
1 December 2026. Prior to 7 December 1995, the 
benchmark bond was 4.25% maturing 1 December 
2021; 

(28-29) The data on the government surplus or deficit on a 
national accounts basis are taken from Statistics 
Canada’s National Income and Expenditure Accounts 
(Catalogue 13-001), where the government surplus 
or deficit is referred to as “net lending.” 

(30) Merchandise trade balance, balance of payments 
basis (Table J1) 

(31) Current account balance, balance of payments basis 
(Table J1) 

(32) U.S. dollar in Canadian dollars, average noon spot 
rate (Table [1) 


= 1 
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Année, Excédent ou déficit (-) des Balance des paiements Cours 
trimestre administrations publiques sur (en pourcentage du PIB) moyen au 
ou la base des comptes nationaux comptant 
mois (en pourcentage du PIB) Solde de Solde de du dollar 
la balance la balance E.-U. en 
Gouvernement Ensemble des commerciale courante dollars 
du Canada administrations canadiens 
publiques a midi 
(28) (29) (30) (31) (32) 
1990 -4.9 -5.8 1.6 -3.4 1.1668 
199] -5.4 -8.4 1.0 -3,7 1.1458 
1992 -5.1 -9.1 il) -3.6 1.2083 
1993 -5.5 -8.7 1.8 -3.9 1.2898 
1994 -4.6 -6.7 2.6 -2.3 1.3659 
1995 -3.9 -5.3 4.4 -0.8 1.3726 
1996 -2.0 -2.8 Sill 0.5 1.3636 
1997 0.7 0.2 29 -1.3 1.3844 
1998 0.8 0.1 2.6 -1.2 1.4831 
1999 0.9 1.6 4.3 0.3 1.4858 
2000 1.8 3.0 6.3 29) 1.4852 
2001 1.2 1.4 6.4 2.4 1.5484 
2002 1.0 0.8 5.0 2.0 1.5704 
Taux annuels 1999 Ill 1.5 oul 4.9 0.7 1.4860 
IV 1.8 Dell 4.4 0.5 1.4726 
2000 I 1.8 22) 5.6 2.6 1.4538 
I eS 32 6.0 2.6 1.4808 
Il 25 3 6.4 ous) 1.4822 
IV 9 Sil ee 3.3 1.5258 
2001 I 1.6 2.4 8.2 4.3 1.5280 
II 1.8 28 6.9 ee 1.5409 
Il ial 0.9 533 Iai 1.5453 
IV 0.2 - 5.3 1.0 1.5803 
2002 I 0.5 0.4 5:5 2.4 1.5946 
II 0.9 0.5 5.0 Dee 1.5549 
Il 1.1 0.8 5.0 1.8 1.5628 
IV ile) 1.4 4.6 7, 1.5698 
2003 I 1.4 9) a2 23 1.5102 
II -0.2 1.0 4.9 L.7 1.3984 
Il 13799 
Trois derniers mois 1.3799 
Taux mensuels 2002 S 1.5758 
O 1.5778 
N 1.5714 
D 5595 
2003 J 1.5410 
F 1.5124 
M 1.4759 
A 1.4585 
M 1.3845 
J 1.3523 
J 1.3815 
A nS 957 
S 1.3632 
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A 1 Sommaire des variables clés relatives a la politique monétaire 




















Données Cible de maitrise Instrument de politique monétaire | Conditions monétaires Agrégats monétaires —_ Indicateurs de l’inflation 
mensuelles de l’inflation (taux de croissance = 
(taux sur Fourchette opération- Taux du Indice des Taux Indice C-6 des sur 12 mois) Ecart de ren- IPC global IPCP Cotts IPPI Gains 
12 mois) nelle pour le taux du _finance- conditions du papier taux de change dement entre hors alimen- unitaires (produits horaires 
financement aun jour ment monétaires com- pondérés MI MI1++ M2++ _ les obligations tation, énergie de main- _finis) moyens 
Four- IPC Indice (fin du mois) aunjour (janvier mercial en fonction brut classiques et effet des d’ceuvre des 
chette de ré- . 1987=0) a90 des échanges et a ren- modifications travailleurs 
cible férence Bas Haut jours commerciaux dement réel_ _— des impdts permanents 
(1992 = 100) indirects 
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) (ily) (12) (13) (14) (15) (16) (17) (18) 
1999 O [32S LG 4.25 4.75 4.61 -6.20 5.05 82.61 6.1 5.4 5.0 Zl 1.6 iNeg 0.1 0.6 2.8 
N 13) 22 4 4.50 5.00 4.77 -6.05 5.05 82.98 8.2 6.0 4.9 2.06 Ihe IZ -03 - 2.9 
D 1-3 26 1.4 4.50 5.00 4.76 -5.46 SH) 83.90 98 6.8 5.5 Pap) 1.6 ibs?) 0.8 3 Sy? 
2000 J ile) ey NPs 4.50 5.00 4.77 -5.09 S25 84.87 972" 62 Shi 22S 1.3 1.5 1.0 0.7 35 
F 1-3 ee eed: 4.75 325 4.97 -5.54 Syst! 83.58 2 del 6.2 1.91 1.6 1.6 1.8 Hell Sul 
M 1-3 3.0 14 5.00 5.50 DZS -5.16 5.46 84.17 12:3 8.9 6.4 2.04 i) 1.7 1.3 LS 3.0 
A L=see2alew 1) 5.00 5.50 5.26 -5.37 5.62 83.23 146 9.5 UP? 2.28 1.2 1.3 5:2 22, Su 
M 1-30 24 IL. 5.50 6.00 BL IE) -5.48 5.98 82.08 1S5OneSs2 6.6 1.82 3 1.4 1.4 a2 B22 
J 1-3 2.9) 1173 5.50 6.00 SEi5) -5.32 5.89 82.70 15:5)" 393 ie? 1.84 1.4 1.6 Pd 32 29) 
J 1-3 ies OMe 5.50 6.00 S13 -4.88 5.88 83.83 16.7 93 7.6 1.90 1.5 1.7 2 2.5 3.0 
A jee} Haye te? 5.50 6.00 S75 -5.05 5.90 83.34 16.0 8.6 Tell 1.84 1.5 1.6 BS 2.3 3.4 
S LoS eeael) ele 5.50 6.00 5.74 -5.45 5.83 82.53 17.4 9.3 7.0 2.07 its} JES 4.6 2.4 4.0 
O Seen OL.3 5.50 6.00 BY) -5.70 5.85 81.87 17.4 9.6 Te 2.09 IS 1.6 3.4 3.5 Sel 
N ESS 2 melo 5.50 6.00 RP) -6.22 5.89 80.49 lees Oe) 7.4 2.00 1.8 1.8 4.3 4.8 Sy) 
D 1235 3:2) 8 5.50 6.00 5.80 -5.92 5.71 81.66 15.6 10.2 79 2.14 i) 2.0 30) 3.0 3.2 
2001 J 1-3 30 1.8 5.25 5.75 5.49 -6.06 5:29 82.36 144 9.2 Ted 2.36 2.0 2.0 4.1 Sy) 3.0 
ig egy WS) Gy 5.25 Sai 5.49 -6.94 5.05 80.78 14.3 8.6 7.6 IPH] 2.0 1.9 3.8 3.8 3.5 
M 123i 2:0 S. 4.75 3:25 4.99 -7.93 4.66 79.35 13:3) 78 7.4 2.34 17 1.9 4.1 3.8 Sh yi 
A 1-35 93:0 942:3: 4.50 5.00 4.74 -7.71 4.49 80.28 Se iss 2 2.36 1.9 2.4 - 4.3 35 
M 1-39 2:3 4.25 4.75 4.67 -7.60 4.49 80.54 11.7 9.0 7.8 2.45 2.0 25) 3.1 3.8 4.0 
J [=Sego.3)) 2,3 4.25 4.75 4.49 -7.03 4.38 82.21 10.0 8.0 i? 2.36 Eo 2.4 2.9 2.8 3.8 
J TESS 92.6984 4.00 4.50 4.24 -7.10 4.22 80.97 9.6 8.4 7.0 2.28 Ze 2.4 33 2.6 31s 
A 1-392. S) 2:3 S15 4.25 4.17 -8.28 3.96 80.18 9.2 8.8 Tal 1.99 J DS 2.5 2.5 25 
Ss ESm 2 On 2.3 B5 BLS 3.49 -9.69 3.19 78.65 11.7 10.8 7.6 2.18 2.0 2.3 1.8 35 2.3 
O 1-37 eh. 2.2 2.50 3.00 2.74 -10.59 2.45 78.28 12.0 10.9 We) eal 1.8 P| ZS 1.4 pes 
N iEey Of alee 2.00 2.50 2.60 -10.78 2A, 78.50 1337 1382, 8.7 1.91 1.4 ili 1S) 0.6 3.0 
D ESO ya 16 2.00 2.50 2.24 -10.94 2.08 78.33 14.2 14.0 7.6 1.93 3 1.6 2.4 1.0 he! 
2002 J 3p ls: 18 1.75 22S Oo -10.82 2.07 78.63 14.4 15.6 8.0 1.95 1.4 1.8 Dal 2.0 35 
F ies} aay 2? WD 225 1.99 -11.07 2.16 77.84 12:6 15:5 tke) 1.96 1.4 2.1 ile! LS 3.4 
M 13 ples) 2.1 1.75 225 1.99 -10.61 2.36 78.45 APD ANS).7/ 7.0 2.30 1.8 2k 12 Net g2; 
A l= 3 la 2 2.00 2.50 2.24 -10.07 2.46 79.48 107 15,2 6.9 229 i) 2.1 0.5 0.6 2.8 
M 123 Spm 922 2.00 2.50 PUPS) -9.31 2.68 80.79 12.0 14.4 6.7 2.24 2.0 1e9) 1.8 -0.3 2.4 
J eg} ihe PRI 2.25 DAS 2.50 -9.12 2.78 80.99 1S: 1527 6.9 232 Dil 1.9 i 0.6 ps9) 
J L-3eeee. 221 2.50 3.00 2.74 -10.40 2.88 TEU 13.9 14.9 6.8 2.28 Pal 208 0:7 0.5 2.8 
A 1-37 92.0) 255 2.50 3.00 2.74 -9.68 3.09 78.90 14.4 15.4 6.8 2.18 22 2.4 1.4 rs 3.0 
S 1-3, 2:3. 2:5 2.50 3.00 2.74 -10.27 2.90 17.97 LL 2237, 6.2 2.18 ONS) DES 0.9 0.9 2.8 
O ES) 2h pd) 2.50 3.00 2.74 -10.06 2.83 78.63 i 12S Sul. 2.18 ph 2.4 1.4 al Ze. 
N 343) 321 2.50 3.00 2.74 -10.21 2.85 78.24 9.8 10.3 4.8 2.15 ail 3.0 2D, 1.8 2) 
D is} Sy es 2.50 3.00 2.74 -9.80 2.83 79.24 ele Sal Bal 2.09 Shai 2.4 1.6 mal 1.9 
2003 J 1-3 45 3:3 2.50 3.00 2.74 -9,.34 291 80.15 7.8 74 3.6 221, 33 29 1.6 el 1.9 
F 13 46 3.1 2.50 3.00 AIS) -8.61 2.97 81.78 7.3 6.4 Bi, 2.40 33 29 L.8 1.1 2.1 
M 1-3 e430 2.9 Daley 3.25 2.99 -7.72 3.28 83.22 6:55:60 Sh 2.50 Sal PEG) 1.8 0.1 1.8 
A 13) gs:0) 271 3.00 3.50 3.24 -6.92 3:35 85.07 7.0 5.6 ah 2.28 2.8 Ze 2.9 -1.5 1.3 
M 1-3) 2.9) 23 3.00 3.50 3.24 -6.02 3.27 87.60 We Si} 335 PEN DL DUS 2.2 1.9 -2.8 1.8 
J [2370 Ze 3.00 3.50 3.24 -5.11 3.11 90.45 7.9) 60 33 2.04 2.1 2.0 23. -3.7 1.4 
J (ey 292 1B} Dols) B25 2.99 -6.60 2.89 87.07 10.1 7.4 3.6 2325 7) 1.9 -2.1 Zak 
A {30 Oe 2h 325 3.00 -6.68 2.80 87.11 95 74 2.29 ey ie -2.8 2.1 
S 2.50 3.00 DS) -5.93 2.64 89.52 2.15 


* Indice de référence selon la nouvelle définition annoncée le 18 mai 2001 : IPC hors les huit composantes les plus volatiles, 4 savoir les fruits, les legumes, l’essence, le mazout, le gaz naturel, le transport interurbain, le tabac 
et les intéréts sur préts hypothécaires de méme que |’ effet des modifications des impéts indirects sur les autres composantes de I’ IPC 
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Brass Cash Register, 1910 WS SIT 


The cash register is probably the most familiar, and 
the most important, piece of equipment in any store. 
It serves as the point where customers complete their 
transactions, tendering their money in exchange for 
the merchant’s goods or services. The cash register 

is the repository for payments: it records and tabulates 
sales or charges on account and dispenses change and 
receipts, providing both the merchant and the customer 
with an accurate record of the transaction. 


Before the cash register was developed in the late 
nineteenth century, merchants relied on a simple cash 
drawer to hold their daily cash and receipts and a 
separate ledger in which to record transactions. This 
system was prone to inaccuracies and was susceptible 
to the greed of dishonest clerks. Frustrated by these 
limitations, Ohio barkeeper James Ritty set out to 
build an automated, accurate, and secure method of 
handling transactions. He succeeded in 1879, and 
within a few short years the cash register enjoyed 
widespread popularity among merchants. 


In 1884, John H. Patterson purchased the National 
Manufacturing Company, which had been created to 
produce Ritty’s cash registers, and renamed it the 
National Cash Register Co. Based in Dayton, Ohio, 
the firm opened its first office in Canada in Montréal 
about 1888 and another in Toronto the following year. 


The Bank of Canada Review is published quarterly. The 
Banking and Financial Statistics are published monthly. 
Subscriptions are available to both publications. 
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By 1910, the company had sales offices in every major 
city across Canada and a large factory in Toronto. 


The example shown here, one of the company’s No. 500 
series models, combined mechanical sophistication 
with visual artistry. Impressive in scale, it measured 
73.6 by 83.8 by 50.8 centimetres and was so heavy that 
it took at least two people to move it. In addition to the 
necessary accounting machinery, these models 
included such options as motors, electric lights, 
clocks, and time and date stamps, all housed within 
an ornate brass cabinet with a marble shelf. The com- 
plete unit was mounted ona hardy oak base with one 
to six drawers, depending on the model. 


The cash register featured on the cover was manufac- 
tured in Toronto in 1910 for P.D. Herbert, a grocer 

at 228-232 Bank Street in Ottawa. Objects associated 
with the register suggest that John W. Thomson of 
Buckingham, Quebec, proprietor of a men’s store, 
acquired the register sometime during or after the 
First World War and used it into the 1940s. 


The register is part of the National Currency 
Collection, Bank of Canada. 


Photography by Gord Carter, Ottawa. 
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The Comparative Growth of Goods 
and Services Prices 





Edith Gagnon, Patrick Sabourin, and Sébastien Lavoie, International Department 


e Ananalysis of movements in the prices of the 
components of the consumer price index (CPI) 
confirms that a widespread pattern has 
emerged in the industrialized world. Specifi- 
cally, prices of services have increased faster 
than prices of goods. 


e Since this divergence in price movements has 
persisted and is independent of the level of 
inflation, it cannot be said to influence the 
trend in the development of the overall price 
level. 


e Toa great extent, the gap between the growth 
rates of prices in the goods and service sectors 
is explained by the more rapid pace of 
productivity growth in the goods sector. 


hanges in the prices of the components of 

the consumer price index in recent years 

have attracted the attention of both econo- 

mists and markets. While prices of services 
have been rising more rapidly than those of goods 
since the 1960s, the difference in the growth rates of 
prices between the two sectors widened considerably 
in 2002 in most industrialized countries. 


Overall Context 


An analysis of the two main components of the CPI, 
goods and services, clearly indicates that, for several 
decades, the prices of services have been rising more 
rapidly than the prices of goods. This trend has per- 
sisted in Canada and the other major industrialized 
countries, regardless of the inflation rate! (Table 1). For 
example, growth in services prices outpaced growth 
in goods prices as much during periods when inflation 
was relatively high (the 1970s and 1980s) as it did 
when inflation was low (the 1960s and 1990s). 


The divergent rate of growth between 
~ Cc 
services prices and goods prices 
became more pronounced in 2002, 
leading researchers to ask if this was 
the beginning of a trend. 


1. The index (or measure) used for each country is represented by the general 
consumer price index: in Canada, the United States, and Japan, this is the CPI; 
in the euro zone, the Harmonized Consumer Price Index (HCPI); and in the 
United Kingdom, the Retail Price Index (RPI). 
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Table 1 


Average Annual Changes in Consumer Price 
+ 
Indexes 


Per cent 


Canada United Euro United Japan 
States zone Kingdom 
CPI 
1962-70 2.92 2.96 - 4.12 - 
1970-90 6.84 6.28 - 10.02 5.59 
1990-2002 OF PEM 2.52 3335 0.75 
Services 
1962-70 4.05 4.06 - - - 
1970-90 7.07 Nip - Teen 6.47 
1990-2002 2.69 3.64 B27, 4.66 1.39 
Goods 
1962-70 231 2.36 - - - 
1970-90 6.72 5.56 - 5.03 4.98 
1990-2002 1.90 1.95 2.02 2.49 0.17 


* The data for each country begin on the following dates: Canada and the United States, 
1962; euro zone, 1991; Japan, 1971; United Kingdom, 1962 (RPI) and 1988 (RPI compo- 
nents). 

Source: Thomson Financial Datastream and Statistics Canada 


The gap between the growth rates for the prices of 
goods and services widened considerably in 2002 in 
Canada, the United States, the euro zone, the United 
Kingdom, and Japan (Table 2). Further, prices of serv- 
ices increased in some countries while those of goods 
fell. While no country other than Japan experienced 
deflation in 2002, the widening of the gap between the 
prices of the two components began to attract wide- 
spread attention. 


Historical context 


Though considerable, the widening of the gap in 2002 
was not unusual in the industrialized countries under 
consideration here, since fairly large gaps have 
occurred in many different years (Chart 1). Further, in 
all the industrialized countries, the gap was in fact 
larger on several occasions than it was in 2002 and 
was even negative for short intervals, when the prices 
of goods increased more rapidly than those of services. 
Despite these short-term dynamics, however, changes 
in the prices of services relative to those of goods were 
positive, on average, over longer periods of time. 


On that basis, the existence of a gap between the 
growth rates for the prices of the goods and services 
components of the CPI should not be a cause for 
concern, since the gap appears to be independent of 
the trend in the development of the overall price level. 
Similarly, a widening of this gap is not inherently 


Table 2 
Annual Changes in Consumer Price Indexes 


Per cent 
Canada United Euro United Japan 
States zone Kingdom 
GPI 
2000 Pe, 3.4 2.4 2.9 -0.7 
2001 25 2.8 De 1.8 -0.7 
2002 Dipl 1.6 2 1.6 -0.9 
Services 
2000 De 3.4 7, 3:5 0.0 
2001 D5 4.2 2.5 eure -0.1 
2002 2.9 By Sid 4.6 0.0 
Goods 
2000 Bal oo 2.6 0.3 -1.3 
2001 DBS; 1.0 2.5 0.3 -1.4 
2002 1.6 -0.6 eZ -0.5 -1.8 
Gap 
2000 -0.9 0.1 -0.9 Su 2, 
2001 0.0 3.2 0.0 is) 1.3 
2002 sks) 3.8 1.4 Bal 1.8 


Source: Thomson Financial Datastream and Statistics Canada 


worrisome, as evidence shows that it is eventually 
reabsorbed. Nevertheless, the question remains: Why 
have the prices of goods developed differently than 
the prices of services? 


Why the Prices of Services Have 
Risen Faster 


Various factors may explain the tendency of services 
prices to rise more rapidly than goods prices. First, it 
is possible that this trend is an artificial one, owing to 
the difficulty of accurately measuring prices in the 
service sector (see Box). If the difference really exists, 
however, it could be explained by several economic 
factors: in particular, by the more rapid protec 
gains in the goods sector than in the service sector, 
the greater openness of goods to foreign trade, and 
stronger growth in the demand for services as the 
population ages. 


Productivity growth 


According to Baumol (1967), the slower growth of 
productivity in the service sector is the underlying 
cause of the faster growth in the prices of services. 
To illustrate, he suggests that if productivity grows by 





2. See Maclean (1996, 1997) for details on productivity growth in the service 
sector in Canada and Gordon (1996) for details on its develoment in the 
United States. 
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Chart 1 


Gap Between the Growth Rates of Prices in the Services and Goods Components of the CPI 


Percentages 





Canada 
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Source: Thomson Financial Datastream and Statistics Canada 
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4.0 per cent in the goods sector, then firms can increase 
their employees’ wages by an equal amount without 
raising prices. Yet some services, in particular, social 
services (e.g., health and education) and certain 
personal services (e.g., hairdressing) rely heavily on 
the worker’s skill and do not leave much room for 
technological improvements. It is difficult, for example, 
for a hairdresser to increase productivity by reducing 
the amount of time spent with the client, since the 
tools and the opportunities for automating services are 
limited. 


Under conditions of competition and labour mobility, 
wages should grow at approximately the same pace in 


both sectors, or a labour shortage will develop and 
widen in the service sector over time. If the cost of 
labour is comparable across both sectors—once differ- 
ences in working conditions and skill requirements 
have been accounted for—and the return on capital is 
also the same, then faster productivity growth in the 
goods sector will drive down goods prices relative to 
services prices. The stiffer the competition in a sector, 
the faster a drop in production costs associated with 
productivity gains will be passed through to consum- 
ers. 


The data in Table 3 support Baumol’s thesis.* The 
growth of wages in the service sector between 1988 








Explaining Measurement Errors 


In some sectors, production is intangible, and not 
easily measured in quantifiable units (Maclean 
1996). Quality improvements in the service sector 
are particularly difficult to measure since, in gen- 
eral, they depend on a wide range of factors (e.g., 
the client’s convenience) that are not captured by 
the measures of production. By definition, an 
improvement in quality increases productivity 
(production) and reduces the effective price by an 
equivalent amount. 


Sources of errors 


The rate of change in the price of a good or service 
is overestimated if a quality improvement is not 
accounted for.' The price of a medical consultation, 
for example, is measured in terms of the rate 
charged.“ Changes to the quality of medical care 
are difficult to quantify, since they essentially con- 
sist of contributions to the health of the patient 
(decreased side effects) and the speed of recovery, 
which are not accounted for in statistical data. In 
addition, in many service industries (e.g., financial, 
insurance, and real estate), it is unlikely that quality 
improvements resulting from new technologies can 
be captured by traditional measures. Automated 





1. Crawford (1998) provides an overview of the quality bias in the Cana- 
dian CPI. See also work by Shapiro and Wilcox (1996) for the United States 
and Cunningham (1996) for the United Kingdom. 


2. Note that this example only applies to the United States. In Canada, 
fees for medical consultations are paid by the government and are 
excluded from the CPI. 











teller machines (ATMs) are a good example: to the 
extent that ATMs have allowed banks to eliminate 
staff, banking statistics should reveal increased 
productivity. However, the increased convenience 
associated with such factors as the proximity of 
automated tellers and a reduction in time spent 
waiting in line is not reflected in data on productiv- 
ity growth, even though clients clearly benefit. 


The difficulties in measuring growth in production, 
productivity, and prices in the service sector (as in 
the goods sector) are also linked to the issue of how 
the value added is allocated among the sectors. For 
example, many services are not sold directly to 
consumers but serve as inputs in goods-producing 
industries. Underestimating this factor can lead to 
the risk of overestimating the value added that is 
generated by the goods sector and thus to overesti- 
mating productivity growth in that sector. 


To summarize: it is widely accepted that measure- 
ment issues pose greater problems with respect to 
the prices of services than to the prices of goods, 
owing to the difficulty in capturing quantifiable 
improvements in the service sector, where there is 
less coverage and the quality of the data is more 
limited. According to numerous empirical studies, 
however, measurement errors alone cannot explain 
the gap between increases in the prices of services 
and those of goods. At most, they may explain half 
(Kostenbauer and Prud’homme 1999; Kroch 1991; 
Brauer 1993; Rappoport 1987). 
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Table 3 


Average Gap Between the Growth in Prices, 
Productivity, and Wages in Industrialized Countries 


Annual rate of change* 








Period Ps—Pg Prodg — Prods €ea Gs 
Euro zone 1991-99 ig) 1.8 0.0 
United Kingdom 1988-99 1.8 183 0.5 
Japan 1988-98 1.3 1.4 1.0 
United States 1988-2001 1.4 1.8 =0.3 
Canada 1988-99 1.0 13 0.0 





* Ps and Pg represent the growth rates of the prices of services and the prices of goods; 
Prodg and Prods, productivity growth in the two sectors; Cg and Cs, wage growth in 
the goods and service sectors. 

Source: OECD STAN database (2002) 


and 2001 was similar, on average, to that in the goods 
sector (except in Japan, where there was a 1-percent- 
age-point difference). At the same time, productivity 
growth in the goods sector across the industrialized 
world systematically exceeded that in the service 
sector. A similar gap existed, on average, between the 
growth of prices and the growth of productivity in the 
two sectors. 


Faster productivity growth in the 
goods sector will drive down goods 
prices relative to services prices. 


These results are compatible with those obtained by 
Brauer (1993) for the United States and by Baldwin, 
Durand, and Hosein (2001) for Canada. These authors’ 
results support the assumption that relative wages 
and relative productivity develop independently of 
one another. They also find a strong correlation 
between sectoral differences in productivity and real 
wage growth when these are expressed in terms of the 
prices in the sector involved (i.e., real wages from the 
perspective of the producer). However, it should be 
noted that the assumption of intersectoral mobility of 
labour is not consistent with the results obtained by 
Rappoport (1987) and Kostenbauer and Prud’homme 





3. Owing to the difficulties associated with measuring quality changes in the 
service sector, we should be cautious in interpreting the rates of relative pro- 
ductivity growth in industries in the goods and service sectors. 


(1999). These authors argue that the degree of substi- 
tutability between jobs in the goods and service sectors 
is low, while Baumol’s theory suggests that it is very 
high. Despite this apparent contradiction,‘ the results 
in Table 3, along with most other empirical studies, 
tend to confirm that the faster rate of productivity 
growth in the goods sector relative to the service 
sector 1s an important contributor to the greater rise in 
services prices. 


International trade . . . intensifies 
competition in the market for goods 
and limits the growth in the prices of 
goods compared with those of 
services. 


Increased Openness to Foreign Trade 


International trade is more focused on goods than on 
services, since goods are more tangible than services. 
This intensifies competition in the market for goods 
and limits the growth in the prices of goods compared 
with those of services. 


While the degree of openness to foreign trade varies 
from one country to the next,? the industrialized 
nations have, overall, continually increased their inte- 
gration into the global economy in recent decades 
(Table 4). As a result of this greater openness, coun- 
tries are increasingly specializing in the production of 
goods in which they have a comparative advantage. 


This ongoing expansion in foreign trade involves 
developing strong trade ties with rapidly growing 
markets, notably the emerging economies of Asia 





4. The contradiction may be more apparent than real. It is possible to have 
considerable ex ante substitutability even when there is no ex post substituta- 
bility; i.e., with limited intersectoral mobility. This type of substitutability 
may arise as new workers enter the labour force, without currently estab- 
lished workers needing to change sectors. 


5. The degree of openness is represented by the share of goods (exports and 
imports) in total production. See Dion (1999-2000) for more details on recent 
trends in Canadian foreign trade. 
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Table 4 
Openness to Foreign Trade 











Canada United Euro United Japan 
States zone Kingdom 
Average per cent of GDP 
1980-85 44 14 - 43 18 
1986-90 Syl 17 = 48 iy, 
1991-95 63 20 53 54 21 
1996-2002 79 27 68 69 26 


* Includes trade within the euro zone 
Source: National accounts data for each country 


Table 5 


Trade Between Industrialized and Emerging-Market 
Countries 





Canada United OECD- United Japan 
—_—_ States Europe Kingdom =—————— 
1980 2001 —————- —_— 1980 2001 
1980 2001 1980 2001 1980 2001 
Share of imports of goods by region 
Asia PS SN MII PO) SHS ey ish LIN) PIE BYA5) 
China O25 e827 OAS 89.3: 9 A0.Se 8:7 eee 0'S9 92:6 CA lG:6 
Latin America 5.7 5.5 15.4 17.4 Ms Xopth Path WN} ee 2e7 
Mexico 0:55 325 Bye ilies AORsi (Ost 10) 07/ 0.7 0.6 


* Excludes trade within OECD-Europe, which consists of the 15 members of the Euro- 
pean Union, the Czech Republic, Hungary, Iceland, Norway, Poland, Slovak Republic, 
Switzerland, and Turkey. 

Source: WTO (2002), OECD 


(Table 5).° Since these countries provide some goods 
at lower prices, they affect competition by putting 
downward pressure on the prices of these goods in 
the developed economies. Conversely, pressures on 
the prices of tradable goods produced in industrial- 
ized countries are mitigated when demand for these 
goods increases in emerging markets, or there is an 
appreciation of these countries’ currencies. 


According to Balassa (1964) and Samuelson (1964), the 
real exchange rate of a country will tend to appreciate 
if three factors are at work: productivity in its goods 
sector is growing faster than it is in other countries; 
the difference between the growth of productivity in 
the service sectors of the various countries is negligi- 
ble; and the law of one price applies for comparable 
tradable goods.’ 





6. An important step in the integration of the goods market was accom- 
plished in December 2001, when China was admitted to the World Trade 
Organization (WTO). 


7. Note, however, that Balassa and Samuelson’s hypothesis is not fully sup- 


ported by the data. This is notably explained by rejecting the law of one price 
in the tradable goods sector. 


Increased international competition forces firms in the 
goods sector to increase their productivity in order to 
remain competitive. Consequently, their productivity 
will also increase relative to firms in the service sector. 
Thus, greater openness to foreign trade will maintain 
the gap in growth rates between the prices of services 
and the prices of goods. 


Fluctuations in the real exchange rate 
that are induced by productivity 
shocks modify the relative prices of 
tradable goods vis-a-vis those of 
services, which are not traded. 


Fluctuations in the real exchange rate that are induced 
by productivity shocks modify the relative prices of 
tradable goods vis-a-vis those of services, which are 
not traded.® Where a country benefits from productiv- 
ity growth in the goods sector, a currency appreciation 
will exacerbate the gap in the growth of prices between 
the goods and service sectors. Yet the extent to which 
firms pass the impact of exchange rate fluctuations 
through to the prices of tradable goods is often lim- 
ited, since it is usually costly to adjust prices in 
response to temporary fluctuations in the exchange 
rate. A sustained appreciation of the currency, how- 
ever, will cause a drop in the prices of imported goods 
and, subsequently, a drop in production costs that is 
ultimately reflected in the prices of goods. The impact 
of exchange rate movements on the prices of goods 
also varies between countries.’ 


Table 6 shows the impact that fluctuations in the 
exchange rate may have on the prices of goods and 
services. In fact, the appreciation of the U.S. dollar and 
the pound sterling since 1995 have been accompanied 
by steep declines in the prices of goods compared 
with those of services. Conversely, during the same 
period, the fall in the prices of goods relative to serv- 
ices was much less pronounced in countries whose 





8. The real exchange rate may fluctuate for other reasons. Changes in the 
terms of trade resulting from an oil-price shock or a change in the composi- 
tion of fiscal spending, for example, may also alter the real exchange rate. 


9. The implications of variations in the exchange rate for consumer prices 
may vary over time, depending on the size of the output gap (Bank of Canada 
2000). 
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Table 6 


Changes in the Effective Exchange Rate and the 
Ratio of Goods and Services Prices, 1995-2002 








Ps=Pet Ps Pg e 
Euro zone -0.1 -0.3 -0.2 -6.0 
United Kingdom DO 2.0 -3.5 Wes} 
Japan -1.3 -1.5 -0.2 -20.0 
United States 2.4 -0.2 -2.6 23.0 
Canada 0.6 0.4 -0.2 -6.0 





1. Ps and Pg represent the movements in the prices of services and goods. 
2. erepresents the growth of the real effective exchange rate. 
Source: Thomson Financial Datastream 


currencies depreciated (Canada, Japan, and the euro 
zone). Indeed, since 1995, there has been a widening 
of the gap between the growth rates in the prices of 
goods and services in countries that experienced an 
appreciation of their currencies, concurrent with a lev- 
elling off of the gap in countries whose currencies fell 
(except Canada). 


The Growing Demand for Services 


The more rapid growth in the demand for services 
compared with that for goods is often cited in the liter- 
ature as a cause of the more rapid growth in services 
prices. Various factors can explain why the demand 
for services continues to grow in industrialized coun- 
tries. An aging population, for example, will tend to 
consume more and more personal services and health 
care.'° Similarly, the income effect is stronger than the 
price effect, so that it will continue to operate even 
when services become more expensive, and a larger 
share of increasing incomes will be devoted to leisure, 
education, personal services, insurance, financial 
services, etc. 


Moller (2001) uses estimates of income and of price 
elasticities of services to explain the more rapid rise 
in the demand for services and concludes that, in most 
cases, it is higher than 1 (for Germany, the United 
States, and the United Kingdom). His results also sug- 
gest that, since 1970, the income effect has trumped 
the price effect. Thus, a rise in consumers’ incomes 
may compensate for an increase in the prices of services 
relative to those of goods, such that the demand for 
services will continue to grow. Moller also finds that 





10. This example is particularly valid in the United States, where medical 
care is included in the CPI. 


Table 7 
The Share of Services in Total Consumption 








In value In real Gap* 
terms 
1980 2000 1980 2000 1980-2000 
United Kingdom 0.37 0.49 0.35 0.46 1.93 
Japan 0.48 0.56 0.49 0.49 ies) 
United States 0.48 0.58 0.52 0.56 1.98 
Canada 0.43 0.51 0.44 0.51 0.61 





* The price-growth gaps are taken from CPI indexes for purposes of illustration. 
Source: OECD and Statistics Canada 


the price elasticity of goods declined noticeably 
between 1960 and 1990. 


The data in Table 7 confirm that, between 1980 and 
2000, the consumption of services increased relative 
to that of goods in all the industrialized countries. 
During this period, the proportion of real spending 
on services generally grew, while their relative prices 
increased. Consequently, the demand for services has 
risen since the beginning of the 1980s. 


This faster growth in the demand for services relative 
to the demand for goods is another possible explanation 
for the trend of services prices to rise more rapidly 
than those of goods.!* 


Conclusion 


The gap in the growth rates between the prices of 
services and the prices of goods seems to be inde- 
pendent of the inflation rate in Canada as well as 
the principal industrialized countries. The gap cannot 
therefore be said to influence the trend of inflation. 
While the gap in the growth rates of prices between 
the two components of the CPI may fluctuate signifi- 
cantly over short periods, as in 2002 for example, it 
generally fluctuates around a long-term positive aver- 
age. The persistence of this gap is largely explained 
by the faster pace of productivity growth in the goods 
sector relative to the service sector. It is also related to 
increasingly open markets for tradable goods and to a 
growing demand for services as the population ages. 





11. Clearly, the validity of this argument is contingent on a relatively small 
margin of measurement error. 


12. In the literature, this simultaneous increase in the relative prices of, and 
the persistent demand for, services is generally called the Paradox of Services. 
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Current Account Imbalances: 
Some Key Issues for the Major 
Industrialized Economies 





Jocelyn Jacob, International Department 


¢ In recent years, the resurgence of sizable current account 
imbalances in the major economies, particularly the U.S. 
deficit, has led to renewed academic and public discuss- 
ions about their sustainability. 

¢ By themselves, current account imbalances (deficits or 
surpluses) are neither good nor bad. They simply reflect 
the outcome of relative cyclical and structural factors in 
domestic and foreign economies. 

¢ Over the second half of the 1990s, the much faster increase 
in U.S. productivity compared with that of other major 
economies has been an important factor shaping the 
evolution of current account balances in major economies. 
More recently, however, a key element behind the further 
widening in the U.S. current account deficit has been the 
loosening in the ULS. fiscal stance. 

¢ The experience of recent decades suggests that deficits 
similar to those that currently exist do not usually last 
for long and can sometimes unwind in the context of 
relatively abrupt exchange rate movements. Still, the 
current episode is unique in a number of respects. For 
instance, tt reflects in part the relatively favourable U.S. 
productivity performance, which (if sustained) could 
reduce the likelihood of an abrupt adjustment. Moreover, 
some believe that the capacity of the United States to 
finance its current account deficit has increased over time. 

¢ = The sizable but orderly depreciation of the U.S. dollar 
on a real effective basis since the beginning of 2002 will 
contribute to some reduction in external imbalances 
among major economies. 


here have been renewed academic and pub- 

lic discussions in recent years about growing 

external imbalances among major econo- 

mies, particularly the U.S. current account 
deficit. In that context, one of the main objectives of 
this article is to show that current account balances are 
simply the outcome of various relative structural and 
cyclical forces between trading partners. The first sec- 
tion of this article is a review of the underlying deter- 
minants of the changes in current account positions 
among the three largest industrial economies (the 
United States, Japan, and the euro area)! since the 
mid-1990s. 


In the second section, possible risks to macroeconomic 
and financial stability that might stem from large 
current account deficits and the associated buildup of 
international liabilities are discussed. We review a 
range of outside assessments by the Organisation for 
Economic Co-operation and Development (OECD) and 
the International Monetary Fund (IMF), and in the 
academic literature, of current external imbalances, as 
well as the international historical experience (notably 
in the 1980s) with external imbalances that are similar 
to those that currently exist. Evidence indicates that 
large deficits in industrialized countries do not usu- 
ally persist for long and that their unwinding gener- 
ally involves a significant currency depreciation and a 
slowing in the growth of domestic demand. The paral- 
lels that can be drawn with recent developments in 
exchange markets and U.S. economic activity make 
this article particularly topical. 





1. The United States, Japan, and the euro area are collectively referred to as 
the “G-3,” 
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Recent Current Account 
Developments in the G-3 


A key feature of current account developments in the 
major economies since the mid-1990s is that the U.S. 
deficit has more than tripled. It rose from 1.5 per cent 
of GDP in 1997 (its approximate average value over 
the previous two decades) to 4.6 per cent in 2002 (Table 
1).2 At the same time, while a sizable surplus position 
was maintained in Japan, and to a lesser extent in the 
euro area, other economies, particularly certain devel- 
oping countries, experienced a substantial shift from a 
deficit to a surplus position. The newly industrialized 
Asian economies? also witnessed a sizable increase in 
their surplus positions in recent years. Consequently, 
the combined Japanese-euro area surplus, which more 


Table 1 
Global Current Account Balances 
USS billions 


1997 1998 1999 2000 2001 2002 Changes 
between 
1997 and 


2002 





United States? -128.4 -203.8 -2929 -4103 -3937 -4809 -352.5 
CEOS nee. cS) CRO mln wee 


Euro area® © 98.2 62.5 29.0 -28.7 11.8 61.2 -37.0 
(1.5) (0.9) (0.4) (-0.5) (0.2) (0.9) -0.65 
Japan? 96.6 119.1 114.5 119.6 87.8 112.7 +161 
(2.2) (3.0) (2.6) (2.5) (2.1) (2.8) +0.6 > 
Canada* -8.2 -7.7 1.7 20.7 ies! 14.9 +23.1 
(-1.3) (-1.2) (0.3) (2.9) (2.4) (2.0) F300 
Newly 
industrialized 
Asian 
economies 8.5 66.8 60.1 43.5 54.6 68.0 +59.5 
Other advanced 
economies 22.0 BL -7.2 20.7 ols S75) +15.5 
Developing 
countries -55.6 -82.6 -9.6 67.8 25.9 74.0 +129.6 
Countries in 
transition -25.3 -29.5 -2.4 25.1 12.8 99 +35.2 
Total® 7.8 71.6 -1068 -1416 -1522 -1028 -110.6 





a. The figures in brackets are the current account balances as a percentage of nominal 
GDP. More details about the classification of countries into major groups (e.g., 
advanced, developing, or in transition) can be found in the statistical appendix of the 
IMF World Economic Outlook. 

b. Figures are expressed in percentage points. 

c. Calculated as the sum of the balances of individual euro-area countries 

d. Reflects errors, omissions, and asymmetries in balance-of-payments statistics on the 
current accounts. Excludes data for international organizations and some countries. 

Source: IMF 





2. The Box on p. 13 outlines the disparate data sources and measurement 
errors that complicate the analysis of current account balances and interna- 
tional investment positions. These caveats must be kept in mind where dis- 
crepancies are found between conceptually equivalent statistics such as those 
reported in the tables and figures in this article. 


3. Hong Kong SAR, South Korea, Singapore, and Taiwan, Province of China. 


than offset the U.S. deficit in 1997, accounted for less 
than 40 per cent of the U.S. deficit by 2002. While not 
the focus of this article, this development underscores 
the growing importance of emerging economies on 
the global economic scene. 


A key feature of current account 


developments in the major economies 
since the mid-1990s 1s that the U.S. 
deficit has more than tripled. 


Valuable insights into the evolution of current account 
balances can be gained by examining their underlying 
determinants. In this regard, current account balances 
can be analyzed by considering two different perspec- 
tives, which are consistent and mutually reinforcing: 
(1) a domestic perspective based on savings and 
investment, and (2) an international perspective based 
on trade flows in goods and services. 


Savings-investment perspective 


From the basic national accounts identities, we can 
show that current account balances reflect the differ- 
ence between domestic savings and investment.® 
Indeed, international financial integration and mobility 





4. Although it is a major trading nation, Canada’s current account balance is 
relatively small (an average surplus of about US$16 billion since 2000). Conse- 
quently, Canada has not contributed significantly to global external imbal- 
ances. 


5. Current account balances fundamentally reflect domestic savings and 
investment conditions. However, international forces have a bearing on 
domestic conditions, notably through their influence on interest rates and 
exchange rates. 


6. Consider the following concepts: GNDY = GNP + NCT 
GNP = GDP + NY 
GDP =C+I+G+xX-M 
where GNP is gross national product 
GDP is gross domestic product 
GNDY is the gross national disposable income 
C is consumer expenditure 
I is business investment and residential construction 
G is government purchases of goods and services 
X is export of goods and services 
M is import of goods and services 
NY is net income from abroad 
NCT is net current transfers 
T is government tax receipts. 


The current account balance (CAB) is: 
CAB = X-M+NY + NCT 
= (GNDY -T-C) +(T-G)-I 
= Private savings + Government savings — Investment. 


nnn ee eee SSS SSS 
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As highlighted by the IMF (2002c), various meas- 
urement errors complicate the analysis of current 
account imbalances and the balance of payments 
more generally. A comparison of Tables 1, 2, and 4 
shows that there can be significant discrepancies 
not only between balances for the current account 
and the financial and capital account (balance-of- 
payments data), but also between measures of 
domestic savings relative to investment (national 
accounts data). Yet, in theory, all of these measures 
should give the same results. 








At the global level, these statistical problems add 
up to sizable discrepancies. While the world cur- 
rent account should, in principle, be in balance, the 
IMF estimates that it reached a deficit of US$103 bil- 





of capital allow a deficit in savings relative to investment 
in one economy to be “financed” by surplus savings in 
foreign economies, which contributes to an efficient 
worldwide allocation of resources.” 


As can be seen from Table 2, domestic investment was 
systematically larger than domestic savings in the 
United States over the 1997-2002 period. As a result, 
the United States has been a net borrower of foreign 
savings. In contrast, the euro-area and Japanese econ- 
omies are both significant net lenders to the rest of the 
world. Although investment (as a proportion of GDP) 
is larger in the euro area and Japan than in the United 
States, the proportion of savings is also much greater. 


In part as a result of forward-looking expectations, 
global productivity developments had many economic 
and financial repercussions in the United States and 
the rest of the world, notably on investment and savings. 
In particular, there was a substantial upward shift in 
U.S. labour-productivity growth relative to the previ- 
ous two decades (Table 3). In contrast, labour-produc- 
tivity growth continued its downward trend in both 
Japan and the euro area. As a result, the U.S. produc- 
tivity performance shifted from well below that of 
Japan and the euro area to well above them (the so- 
called “U.S. productivity miracle”). 





7. Shifts in the “world” real interest rates help to equalize savings and invest- 


ment at the global level. For instance, when investment is larger (smaller) than 
savings, this puts upward (downward) pressure on real interest rates, which 
induces savings to increase (decrease) and investment to decrease (increase). 


The Global Current Account Discrepancy and Other Statistical Problems 


lion in 2002. This suggests that some countries’ 
reported current account deficits might be exagger- 
ated, or the current account surpluses of others 
might be underestimated. This raises the question 
of how much of the observed current account 
imbalances are simply the result of measurement 
errors. 


There are also problems with the measurement of 
international investment positions. In this regard, 
Warnock and Cleaver (2002) argue that the U.S. 
debtor position, which has grown rapidly in recent 
years, has been overstated because U.S. holdings of 
foreign securities are underestimated, while foreign 
holdings of U.S. securities are overestimated. 











In part as a result of forward-looking 
expectations, global productivity 
developments had many economic 
and financial repercussions in the 

United States and the rest of the 
world, notably on investment and 
SAVINGS. 


Between 1997 and 2000, the foreign-borrowing needs 
of the United States increased markedly, reflecting 
mainly a substantial rise in the proportion of invest- 
ment in GDP. The much more pronounced rise in U.S. 
investment compared with other industrialized econo- 
mies resulted in large part from the significant and 
sustained rise in U.S. productivity since the mid-1990s, 
which raised longer-term prospects for potential 
growth in the U.S. economy. The capital-stock adjust- 
ment to this higher perceived growth rate for trend 
output (i.e., a shift to a higher capital-labour ratio), 
along with a higher rate of depreciation of the capital 
stock (i.e., a shift in the composition of capital towards 
short-lived assets such as computer equipment) led to 
a substantial growth in U.S. business investment. 
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Table 2 
Savings — Investment Balances in the G-3 


Per cent of nominal GDP 





























1997 1998 1999 2000 2001 2002 Changes 
between 
1997 and 
2002 
(percentage 
points) 
United States 
Savings — 
Investment 
balance -1.8 -19 -2.6 -2.7 -2.6 -3.6 -1.8 
Gross savings 
Total 18.1 18.8 18.4 18.4 16 Saee SO -3.1 
Public 1.9 Bal 3.8 44 2.6 -0.2 -2.1 
Private 16.2 aye 14.6 14.0 13:9 152 -1.0 
Gross investment 
Total 19.9 PAU, PAYEE) DA. 19.1 18.6 -1.3 
Public 3.2 Bie She 83 3.3 3.4 +0.2 
Private 16.7 17.5 17.6 17.9 iSeye alex} -1.4 
Japan 
Savings — 
Investment 
balance 92 2.9 DS 25) 2.1 2.8 +0.6 
Gross savings 
Total 30.8 29.7 284 28.7 Dig 26D) 4.3 
Public Syl 3.8 2.4 1.8 3.5 1.0 -4.1 
Private 25 25.9 26.0 26.9 24.1 25.5 -0.2 
Gross investment 
Total 28.6 26iSmen 29 26.2 25.60 2b, 49 
Public 7.6 7A 78 6.9 6.6 6.3 -13 
Private 21.0 19.3 18.1 19.3 19.0 17.4 -3.6 
Euro area 
Savings — 
Investment 
balance 0.9 0.1 -0.1 -0.9 -0.4 0.6 -0.3 
Gross savings 
Total 21.3 212. Diep PAA 20.6 20.7 -0.6 
Public 0.1 0.8 1.9 8} eZ 1.8 +1.7 
Private 21E2. 20.3 19.3 18.8 18.9 188 -2.4 
Gross investment 
Total 20.3 PLOY Ales) 22.0 DLO e 200 -0.3 
Public DF Oe, 2.8 2.8 2.9 2.8 +0.1 
Private 77 18.3 18.5 19.2 18.1 1p -0.5 
Source: IMF 
Table 3 
Labour Productivity in the Business Sector 
\verage annual growth rate* 
1976-86 1987-95 1996-2002 
United States 1.0 ie ee. 
Japan 2.8 Joep 133 
Euro area P| pal 0.9 
Canada 0.9 Te? aye 


* Based on real output per employed person in the business sector 
Source: OECD 
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Moreover, the sharp rise in U.S. stock market prices 
(up to 2000), which reflected in part the improved 
longer-term prospects for potential growth in the U.S., 
led to a significant reduction in the cost of equity 
financing, which provided further impetus to business 
investment.® 


In the second half of the 1990s, U.S. fiscal consolida- 
tion, helped by stronger real growth in U.S. GDP, led to 
a marked rise in public savings. However, there was a 
concurrent reduction in U.S. private savings (house- 
holds and corporations), apparently reflecting in part 
the sharp increase in net wealth (owing mainly to rises 
in equity and housing prices)’ and increased con- 
sumption in anticipation of higher future income, 
reflecting improved longer-term prospects for poten- 
tial growth.! Although there was a rise in U.S. overall 
savings, it was not sufficient to finance the increase in 
investment. 


In more recent years, the greater foreign borrowing by 
the United States has stemmed from a significant 
decline in public savings. Although there was a sharp 
retrenchment in U.S. investment in 2001 and 2002, 
reflecting in part an adjustment to the over-investment 
that took place during the late 1990s, particularly in the 
information and communication technology indus- 
tries, there was an even more pronounced easing in 
the U.S. fiscal stance that substantially reduced the 
amount of public savings. The decline in overall sav- 
ings was attenuated, however, by a significant pickup 
in private savings. This apparently reflected, in part, 
some unwinding of the earlier wealth effect, owing to 





8. According to an empirical analysis conducted by the OECD (2001), other 
factors, such as the pickup in output growth (the traditional “accelerator 
effect”) and the ongoing decline in the relative prices of capital goods, also 
explain the acceleration in U.S. business investment during the second half of 
the 1990s. 


9. The OECD reported that net wealth of U.S households rose by about 160 
percentage points relative to their disposable income between the end of 1994 
and the end of 1999. The large accumulation of wealth had major implications 
for U.S. household savings, because wealthier households tend to spend more 
on goods and services (see IMF 2002a). In their empirical study, de Serres and 
Pelgrin (2002) argue that “Ricardian equivalence” could explain a large part 
of the decline in U.S. private savings in the second half of the 1990s. Ricardian 
equivalence suggests that expectations of lower taxes in the future (which 
could have been the case when fiscal consolidation took place) would have 
reduced the savings rate of households and businesses. 


10. As argued by Obstfeld and Rogoff (1994, 1996), the intertemporal 
approach views the current account balance as the outcome of forward-look- 
ing dynamic savings and investment decisions. According to the permanent- 
income hypothesis, household consumption is based on the discounted value 
of expected future income (as opposed to current income alone). As a result, a 
permanent (country-specific) increase in productivity leads to a current 
account deficit so that agents can smooth consumption over their lifetime. 
This implies that a deficit represents expectations about high future growth 
relative to other countries. 


the sharp decline in stock market prices and a concomi- 
tant reassessment of future income expectations. 


Elsewhere, the relative stability of the net lending 
position of Japan and the euro area over the 1997-2002 
period masked different underlying trends in overall 
savings and investment. In the euro area, savings and 
investment rates, which are close to the average for 
advanced economies, were relatively steady. In con- 
trast, Japanese investment and savings rates declined 
from exceptionally high levels. Indeed, the decline in 
Japanese investment mainly seems to be a convergence 
to more normal levels following the huge over-invest- 
ment that took place in the late 1980s, when the Japa- 
nese asset-price bubble substantially lowered the cost 
of capital. 


A closer examination reveals that public savings in the 
euro area increased significantly as a result of the fis- 
cal consolidation that was required by the Maastricht 
Treaty before the adoption of the common currency in 
January 1999. However, an offsetting shift in private 
savings likely reflected, in part, wealth effects and 
demographic trends.!! In contrast, there was a large 
reduction in public savings in Japan, reflecting the 
impact on public finances of weak economic activity 
and the adoption of discrete fiscal measures to sustain 
aggregate demand.'* 


Trade-flow perspective 


Current account balances can also be examined 
directly by considering the evolution of exports and 
imports of goods and services (Table Ay In this 





11. OECD (2003b) estimates show that household net wealth (as a per cent of 
disposable income) in the three major economies of the euro area increased 
substantially between the end of 1994 and the end of 1999 (161 percentage 
points in France, 38 percentage points in Germany, and 29 percentage points 
in Italy). De Serres and Pelgrin (2002) also estimate that the aging of the popu- 
lation in the major euro-area countries has reduced the savings rate signifi- 
cantly (this impact is much greater in Japan but is absent in the United States). 
According to the life-cycle hypothesis, an increase in the old age dependency 
ratio (i.e., the population over 64 years relative to the population between the 
ages of 20 and 64 years) results in a decline in the savings rate as an increasing 
share of the population is drawing down financial assets to sustain its con- 
sumption. 


12. Note that, in Table 2, the general government balance will be reflected in 
the difference between gross public savings and gross public investment. 
However, our discussion of the changes over time focuses on gross public 
savings, owing to the relative stability of gross public investment. 


13. Apart from trade in goods and services, the current account balance also 
covers transfers, as well as receipts from, and payments of income to, foreign- 
ers. Transfers typically include official grants and private remittances, while 
income covers mainly investment income (receipts on country-owned assets 
abroad and payments on foreign-owned assets in the country). Those compo- 
nents are not covered explicitly in our analysis, since they are responsible for 
only a small portion of the overall movement in G-3 current account balances. 


Table 4 
Current Account Balances in the G-3 


Per cent of nominal GDP 





Total Total Goods Services Income Current 























excluding transfers 
oil imports 
United States 
1997 -1.5 -0.7 -2.4 itl 0.2 -0.5 
1998 -2.3 -1.8 -2.8 1.0 0.1 -0.6 
1999 -3.1 -2.4 -3.7 0.9 0.2 -0.5 
2000 -4.2 -3.0 -4.6 0.8 0.2 -0.6 
2001 -3.9 -2.9 -4.2 0.7 0.1 -0.5 
2002 -4.6 -3.6 -4.6 0.6 - -0.6 
Japan 
1997 23 3.0 2.4 -1.3 1.4 -0.2 
1998 3.0 By) Sul -1.3 1.4 -0.2 
1999 2.6 Be 2.8 -1.2 1033 -0.3 
2000 DHS) 35 Diy -1.0 eS -0.2 
2001 Deal 3.0 GA -1.1 ny -0.2 
2002 2.8 3.9 2.4 -1.1 1.7 -0.1 
Euro area* 
1997 1.0 2.1 2.0 - -0.3 -0.7 
1998 0.4 fel 1.8 0.1 -0.5 -0.8 
1999 -0.4 0.6 ie: -0.3 -0.6 -0.7 
2000 -1.0 0.8 0.5 -0.3 -0.4 -0.8 
2001 -0.2 1.4 ileil - -0.5 -0.7 
2002 0.9 2.4 1.8 0.2 -0.4 -0.7 





* Corrected for reporting discrepancies in intra-area transactions 
Source: OECD 


regard, we will highlight in our analysis two main 
forces shaping the trade flows of goods and services. 
First is the income effect, whereby a country’s demand 
for imports is positively related to its income. Similarly, 
export demand is positively related to foreign income. 
Thus, changes in the relative cyclical position (domes- 
tic versus foreign real GDP) will be a key determinant 
in shaping the evolution of the current account bal- 
ance. Second is the relative price effect, whereby a 
country’s demand for imports and, similarly, its 
demand for exports, depends on the price of domestic 
goods and services compared with the price of foreign 
goods and services, adjusted for transportation costs 
and converted to the local currency. If domestic goods 


14 





14. Our analysis of the nominal current account balance focuses on the deter- 
minants of the real trade flows. This approach has been commonly used by 
the IMF and the OECD, and is consistent with studies such as those of Clarida 
and Prendergast (1999) and Kandil and Greene (2002). Nevertheless, changes 
in terms of trade (i.e., the price of exports relative to the price of imports) can 
have a significant impact on the evolution of current account balances. For 
instance, a rise in the price of commodities (e.g., world oil prices) will contri- 
bute to raise the current account balance of oil-exporting countries, but will 
have the opposite effect on oil-importing countries. 
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and services become less expensive compared with 
foreign goods and services, for example, then domes- 
tic demand will shift away from imported goods 
and services towards those produced domestically. 
This would also increase foreign demand for the home 
country’s now relatively less expensive exports. This 
is the concept of the competitiveness of a country rela- 
tive to its trading partners, which is usually measured 
by a trade-weighted real effective exchange rate. 


Charts 1 to 3 allow us to better understand the historical 
relationships among current account balances, the rel- 
ative cyclical position, and the real effective exchange 
rate in the G-3 economies.° In this light, we can see 
that the marked widening in the U.S. current account 
deficit since the early 1990s reflects, in part, faster GDP 
growth in the United States compared with that of its 
major trading partners. Moreover, the adverse lagged 
impact of the sharp real appreciation of the U.S. dollar 
(by almost 50 per cent in real effective terms between 
April 1995 and February 2002) on the real trade balance 
also contributed to the widening in the U.S. current 
account deficit in more recent years. According to IMF 
estimates (2002d), the widening of the U.S. current 
account deficit over the 1995-2001 period (by about 
3.5 percentage points relative to nominal GDP) is 
explained mainly by the appreciation of the U.S. dollar, 
which accounts for 2 percentage points of the widening, 
and to a lesser extent by the shift in the relative cyclical 
position, which accounts for 1 percentage point. 





15. Lafrance (1988) and Lafrance and St-Amant (1999) reviewed the concept 
of competitiveness and the construction of various cost- and price-based 
measures. A depreciation (appreciation) in the real effective exchange rate 
represents an improvement (deterioration) in the competitive position of an 
economy. It is also important to note that the impact of these shifts in relative 
prices on real trade flow of imports and exports usually operates with some 
lags, depending in part on the duration of prior contractual agreements. 


16. Our analysis is based on the IMF index of the trade-weighted real effective 
exchange rate, which is the ratio of the unit labour costs of the home country 
to those of 20 of its trading partners, converted to the home currency. For 
illustrative purposes, the index has been inverted such that a decline (rise) in 
the index reflects a real appreciation (depreciation) of the currency, which 
should lead over time to a decline (rise) in the current account balance (i.e., 
higher [lower] real imports and lower [higher] real exports). Similarly, we 
have constructed a trade-weighted measure of relative cyclical positions that 
is based on the ratio of real GDP in the home country relative to that of its 

10 largest trading partners. A decline (rise) in the index reflects a faster 
(slower) rate of growth in the home country relative to its major trading 
partners, which should lead to a decline (rise) in the current account balance 
(i.e., a larger [smaller] rise in real imports compared to real exports). 
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The marked widening in the U.S. 
current account deficit since the early 
1990s reflects, in part, faster GDP 
growth in the United States 
compared with that of its major 
trading partners. 


Not only has U.S. real GDP been growing relatively 
faster than those of its major trading partners, but an 
asymmetry in income elasticity between U.S. imports 
and exports has exacerbated the adverse impact on 
the U.S. current account balance. Indeed, even if the 
U.S. economy were growing at the same rate as the 
rest of the world, the U.S. current account would still 
tend to deteriorate, because there is apparently a 
much larger income elasticity of U.S. imports relative 
to U.S. exports. Estimates of income elasticities for U.S. 
imports have typically been between 1.5 and 2.5, while 
those for U.S. exports have been closer to 1.0. As 
reported in Mann (1999), this has been a consistent 
feature of the empirical literature of the post-war 
period. 


Chart 1 
Determinants of Trade Flow in the United States 


Annual average 


1980 = 100 











Current account Real effective 






2 as % of GDP exchange rate 
(left scale) (right scale) 
0 
2 
-4 
6 Relative cyclical 
position (vs 10 largest 
trading partners) 
8 (left scale) 
-10 


1980 1985 1990 1995 2000 


Note: For 2003, we show the average monthly value (up to November) for the 
real effective exchange rate. As well, the current account and relative 
cyclical position are based on IMF projections (2003). (See footnote 16 
for a detailed description of the index.) 

Source: IMF and OECD 


Chart 2 
Determinants of Trade Flow in Japan 


Annual average 
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See note to Chart 1. 
Source: IMF and OECD 
Chart 3 
Determinants of Trade Flow in the Euro Area 
Annual average 
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See note to Chart 1. 
Source: IMF and OECD 


In contrast to the U.S. economy, the relative cyclical 
positions of both Japan and the euro area have weak- 
ened markedly since the early 1990s, as growth in 
those countries fell considerably behind that of the 
United States, which tended to improve their current 
account balances in more recent years. In the euro 
area, this was reinforced by the significant deprecia- 


tion of the euro between February 1996 and October 
2000 (by about 30 per cent). In Japan’s case, however, 
the exchange rate probably played a modest role, 
since it has remained relatively flat over the past sev- 
eral years. Nevertheless, the above-mentioned posi- 
tive influences on the current account balances of both 
the euro area and Japan have been offset to some 
extent by the adverse impact of higher world oil prices 
in recent years.” 


Possible Implications for Macro- 
economic and Financial Stability 


While external imbalances in the major economies 
have been growing in recent years, some commenta- 
tors have expressed concerns about the sustainability 
of the U.S. current account deficit. A major concern is 
the possibility that a sudden shift in expectations (par- 
ticularly regarding the relatively more favourable U.S. 
prospects for longer-term productivity compared with 
those of other economies) could lead to abrupt 
changes in foreign exchange and financial markets, 
and ultimately cause disruptive changes in the macro- 
economy. As argued by the IMF (2003), Mann (2002), 
and McKinnon (2001), the adverse balance-sheet 
effects of a sharp U.S.-dollar depreciation would fall 
mainly on the rest of the world, because most U.S. for- 
eign liabilities are denominated in U.S. dollars. 


However, recent developments have been benign. 
Despite some downward revisions to U.S. prospects 
for return on capital in recent years, the U.S.-dollar 
depreciation since the beginning of 2002, though sig- 
nificant, has so far taken place in an orderly fashion, 
and without substantial adverse effects on U.S. inter- 
est rates. In this regard, movements in official reserves 
from foreign authorities (notably in Asia) have pro- 
vided support for the U.S. dollar. Such capital flows 
have become an increasingly important source of 
“financing” for the U.S. current account deficit.'® 





17. While the average price for West Texas Intermediate crude oil was about 
US$18 in the 1997-99 period, it jumped to an average of about US$27.5 in the 
2000-2002 period, which represents an increase of over 50 per cent. In this 
regard, the figures shown in the column “Total current account balance, 
excluding oil imports” in Table 4 are more consistent with developments in 
the relative cyclical position and the real exchange rate. It is also likely that 
structural changes over the past decade or so (namely, greater integration 
with other Asian economies, which involved outsourcing of production) have 
led to a decline in Japanese export performance. 


18. Though negligible in 2001, foreign official reserve flows accounted for 
almost 20 per cent of the net capital inflows into the United States in 2002. 
Over the first three quarters of 2003, their share rose to almost 35 per cent of 
net inflows. 
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In this context, the next section examines some potential 
implications for macroeconomic and financial stability 
stemming from external imbalances, notably by 
reviewing lessons from the international experience. 


What does history tell us? 


In principle, a current account deficit could be sus- 
tained as long as the stream of earnings from the 
investment financed by foreign savings covered the 
financing cost (i.e., interest payments and divi- 
dends).!? In this regard, the Canadian experience 
shows that a country can run a sizable current account 
deficit for an extended period. Indeed, Canada 
recorded current account deficits throughout most of 
its history. Between 1870 and the early 1910s, Can- 
ada’s current account deficit averaged about 7 per cent 
and reached a peak of close to 18 per cent of GDP 
before World War I (Powell 1997; Urquhart 1993).7° 


Since the 1970s, large current 

account deficits have generally not 
been sustained for long . 
Nevertheless, some commentators 
remain confident that U.S. current 
account deficits and the associated 
buildup of external liabilities could be 
sustained well into the future. 


More comprehensive reviews of the international 
experience among industrial countries by Freund 
(2000) and the IMF (2002c), however, show that, since 
the 1970s, large current account deficits have generally 
not been sustained for long. A typical current account 
reversal begins when the deficit is about 5 per cent of 
GDP and is associated with a combination of slower 
real GDP growth and a significant depreciation of the 
real effective exchange rate (interest rates are also 





19. A more detailed discussion of what constitutes a sustainable external 
position can be found in Bank of Canada (1985) and IMF (2002b). Some of the 
medium-term issues covered in those studies include the importance of con- 
sidering the source of the current account imbalance (i.e., changes in domestic 
savings versus changes in domestic investment and their sustainability), as 
well as the composition of external liabilities. 


20. This was associated with substantial foreign direct investment in the 
resource sector of the Canadian economy and in railway construction to open 
up the western part of the country. 


found to rise noticeably in the years preceding the 
reversal). 


A number of useful parallels can be drawn between 
the current situation and that of the mid-1980s.7! 
These parallels support the view that large external 
imbalances can be resolved gradually without a sig- 
nificant adverse impact on financial stability or the 
macroeconomy. Exchange rate movements can be 
significant, however. For example, as can be seen from 
Chart 1, the marked widening in the U.S. current account 
deficit in the 1982-87 period (to about 3.5 per cent of 
GDP) coincided with much faster aggregate demand 
growth in the United States compared with that of its 
major trading partners. The adverse lagged impact on 
real trade of the sharp real appreciation of the U.S. 
dollar (by about 50 per cent in real effective terms 
between July 1980 and March 1985) also contributed 
to the widening in the U.S. current account deficit. 
Subsequently, the gradual elimination of the U.S. cur- 
rent account deficit between 1987 and 1991 was 
helped by a relatively sharper slowing in U.S. real 
GDP growth compared with that of its major trading 
partners.74 Moreover, the substantial real effective 
depreciation of the U.S. dollar that began in March 
1985 played a key role in the external adjustment 
process. 


International investment positions and the 
role of exchange rates 


Another way to evaluate the sustainability of current 
account imbalances is to consider the path of the asso- 
ciated buildup of net external assets or liabilities (as a 
ratio to GDP). As can be seen from Chart 4, the capital 
inflows that have been the counterpart to persistent 
U.S. current account deficits have cumulated into a 
sizable net international liability position.”° In contrast, 
Japanese current account surpluses have translated 


21. One should note that U.S. trade patterns are now significantly different 
from those of the 1980s. In particular, Mexico, South Korea, Singapore, China, 
and Hong Kong SAR have become much more important trading partners for 
the United States. 


22. In 1991, the U.S. current account balance was also boosted by large one- 
time transfers from allies who shared some of the costs related to the Gulf 
War. 


23. Net international investment positions also reflect changes in the valua- 
tion of exchange rates. In this regard, Tille (2003) shows that 30 per cent of the 
deterioration in the U.S. net investment position between 1999 and 2001 is 
accounted for by changes in the value of U.S. foreign assets, owing to the 
U‘S.-dollar appreciation. As a result, the author believes that the U.S. net 
international investment position is less worrisome than if it reflected only 
current account imbalances. 
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Chart 4 
Net International Investment Positions 


Market values at year-end, as a per cent of GDP* 
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* International investment positions reflect not only the accumulation of current 
account balances but also exchange rate and other market valuations. For 
instance, the sharp decline in the Japanese international net asset position 
between the end of 1998 and the end of 1999 (despite a continued current 
account surplus) reflected mainly the adverse impact on asset valuations 
(largely denominated in U.S. dollars) of the sizable appreciation of the Japa- 
nese yen vis-a-vis the U.S. dollar and the increase in liabilities stemming from 
the gain in Japanese stock prices. 

Source: IMF up to 2001, except for the euro-area data, which are taken from the 
European Central Bank Monthly Bulletin and, prior to 1997, from Fagan 
et al. (2001). For 2002, figures are from the U.S. Bureau of Economic 
Analysis, the Japanese Ministry of Finance, and the European Central 
Bank. 


into a relatively large net international asset position. 
Looking forward, most forecasts imply that Japanese 
net assets and U.S. net liabilities will continue to rise 
sharply over coming years, to reach unprecedented 
levels.24 


Yet, the U.S. net liability position cannot grow indefi- 
nitely. A number of conditions need to be satisfied to 
achieve a sustainable external position. In particular, 
the net liability position (as a ratio to GDP) has to sta- 
bilize at a level that is acceptable to both borrowers 
and lenders. In this regard, Obstfeld and Rogoff (2000) 
argue that even if the United States has the means to 
repay its liabilities, “home bias” in asset holdings sug- 
gests that the rest of the world’s willingness to absorb 
US. liabilities is limited. The authors also point out 
that the current U.S. net international liability position 
(25 per cent of GDP at the end of 2002) is extremely 
high by historical standards. For instance, at the end 
of the nineteenth century, when the United States was 





24. Canada’s net international liability position (as a per cent of GDP), which 
in the past has been larger than that of the United States, has declined consid- 
erably since its peak in 1993. 


an emerging giant, its net international liability posi- 
tion never exceeded 26 per cent. Long-term sustaina- 
bility also implies that a country with net foreign 
liabilities must have a trade surplus in goods and 
services in steady state to finance the stream of inter- 
est and dividend payments. As a result, it is clear that 
significant adjustments to external imbalances in the 
major economies will eventually need to take place. 


Nevertheless, some commentators remain confident 
that U.S. current account deficits and the associated 
buildup of external liabilities could be sustained well 
into the future. Cooper (2001) argues that the propor- 
tion of foreign savings invested in the United States is 
much lower than the weight of the U.S. economy in 
world GDP. Greenspan (2003) and McKinnon (2001) 
also point to the special role played by the U.S. dollar 
in the world economy. In this regard, the Chairman of 
the U.S. Federal Reserve Board, Alan Greenspan, has 
argued that the ability of the United States to finance 
its external deficit in a reserve currency has increased 
its capability to incur foreign debt relative to most 
other countries. He also suggested that globalization 
(namely, reduced costs and increased reach of inter- 
national financial intermediation) has, over time, 
improved the U.S. capacity for raising debt. As a 
result, comparisons with earlier episodes might be 
misleading. 


Over the medium term, a number of structural factors 
could contribute to the narrowing of external imbal- 
ances among the United States, Japan, and the euro 
area, as well as other countries. The OECD (2001), for 
example, has argued that there could be a conver- 
gence in productivity growth rates between the main 
economies, a narrowing of the difference between 
income elasticities of U.S. imports and exports,”> and 
favourable demographic developments. Nevertheless, 
the extent of the contribution of those factors remains 
uncertain. For instance, over the next 20 years or so, 
the old age dependency ratio is expected to rise more 
rapidly in Japan and Europe than in the United States, 
such that savings could fall somewhat more in Japan 
and Europe as larger shares of their populations reach 
retirement age. However, aging is also expected to 
reduce investment spending because of the associated 
lower growth of the labour force. As a result, the net 
expected effect of aging on external imbalances is 
ambiguous. Similarly, a relatively large improvement 





25. The IMF (2001b) has suggested that the estimated income elasticities of 
U.S. exports and imports converged somewhat in the 1990s, and that this con- 
vergence could continue into the future. 
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in the productivity performance of U.S. trading part- 
ners would be required to reduce the U.S. current 
account deficit significantly.7° 


Regardless of the role played by 
structural factors, there is a broad 
consensus that part of the adjustment 
of global external imbalances will 
come through changes in real 
exchange rates. 


Yet, regardless of the role played by structural factors, 
there is a broad consensus that part of the adjustment 
of global external imbalances will come through 
changes in real exchange rates.’ In this regard, some 
of the major international organizations and economic 
commentators believe that a further significant real 
effective depreciation of the U.S. dollar is required to 
help achieve a sustainable U.S. external position 
(Table ae It should be noted, however, that the U.S. 
dollar does not have to depreciate by the same 
amount against all currencies. The more it depreciates 
against one currency, the less it needs to depreciate 
against others. Indeed, in order to provide sustainable 
external positions in all countries, it cannot be true 





26. IMF simulation results (2002a) suggest that if annual productivity growth 
in the rest of the industrialized countries were to increase relative to that of 
the United States by 0.5 percentage points, the U.S. current account deficit 
could be reduced by almost $100 billion after five years. An extrapolation of 
this rule of thumb suggests that the elimination of the U.S. current account 
deficit over that period, based solely on relative growth performance, would 
require a very large sustained improvement—about 2.5 percentage points per 
year—in the rate of productivity of U.S. industrialized trading partners. 


27. Several empirical studies (such as Lane and Milesi-Ferretti 2000, 2002; 
Gagnon 1996; Farugee 1995) have provided estimates of a positive long-run 
relation between net international investment positions and the real exchange 
rate, whereby debtor countries tend to have more depreciated real exchange 
rates that enable them to run trade surpluses to service their external liabilities 
(creditor countries, which can sustain a deficit in their balance of trade equal 
to their foreign investment income, tend to have more appreciated real 
exchange rates). 


28. As discussed in footnote 23, a depreciation of the U.S. dollar would not 
only contribute to a stabilization of the U.S. net external liability position 
through a more favourable current account dynamic, but also directly 
through valuation changes to U.S. foreign assets. By themselves, valuation 
adjustments related to the U.S.-dollar depreciation during 2002 (by about 

7 per cent on the basis of the IMF nominal effective exchange rate index) have 
reduced the U.S. net external liability position (as a per cent of GDP) by about 
2 percentage points. A much larger exchange rate valuation adjustment 
would be expected for 2003, given the more pronounced U.S.-dollar deprecia- 
tion during that year. 


Table 5 


Effective Depreciation in the U.S. Dollar “Required” 
to Achieve a Sustainable External Position 


Per cent* 


Original Adjusted for more 
estimates recent exchange rate 
developments? 
IMF 20 18 
OECD up to 30 up to 13 
Mann 25 18 
Obstfeld and Rogoff 12 to 45 6 to 39 


a. Defined in real terms for the IMF (2003) and Obstfeld and Rogoff (2000) and in nominal 
terms for the OECD (2001) and Mann (1999) 

b. Adjustments attempt to capture the changes in the value of the U.S.-dollar exchange 
rate that have taken place since these studies were completed (based on data for the 
month of November 2003). 


that the U.S. dollar would depreciate by the same 
amount against all countries’ currencies.”? 


Conclusion 


The development of current account imbalances in the 
major economies can mainly be explained by a combi- 
nation of structural and cyclical factors. In particular, 
growing imbalances have reflected in large part the 
relatively favourable U.S. productivity performance 
as well as the relatively easier U.S. fiscal stance. 


As argued by commentators such as the IMF and the 
OECD, sound macroeconomic and structural policies 
would facilitate the required long-term adjustments to 
achieve sustainable external balances and to help 
maintain financial stability. Such policies should 
include further structural reforms that would raise 
potential growth and make regions outside the United 
States more attractive locations for investment. Strong 
domestic demand outside the United States would 
boost demand for U.S. goods and services, thereby 
helping to reduce external imbalances. As well, fiscal 
consolidation in the United States would be helpful. 


However, most commentators agree that further sig- 
nificant adjustments to the real exchange rate will be 
necessary over the medium term to achieve sustaina- 
ble external positions (i.e., a stabilization of net inter- 
national investment positions in relation to GDP). 
While part of this adjustment will be against the Japa- 
nese yen and the euro, the currencies of other major 
U.S. trading partners may be affected as well. As long 
as this is accomplished in an orderly fashion, there is 
no reason to believe that global financial stability 
would be compromised. 





29. Real exchange rate movements can take place not only through changes 
in nominal exchange rates, but also through differential inflation rates. 
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The Rationale for Cross-Border 


Listings 





Eric Chouinard and Chris D’Souza, Financial Markets Department 


¢ Cross-border listings have gained in importance 
over the past few decades as many companies have 
become more international in their orientation. As 
well, technological progress and the liberalization 
of capital flows have fostered considerable 
competition among global stock exchanges for 
equity listings and trades. 

e The geography of cross-border listings has 
changed considerably since the mid-1980s, with 
U.S. exchanges attracting an increasing share of 
cross-listed firms. 

e Empirical studies suggest that the cost of equity 
capital generally declines following a foreign 
listing. This can be explained by a decline in 
transactions costs or by an improvement in the 
quality and quantity of firm-specific information 
available to investors. 

¢ Informational asymmetries across countries 
prevent simultaneous price discovery on foreign 
exchanges. 


he structure of global equity markets has 

changed considerably over the past few 

decades as technological progress and the 

liberalization of capital flows have lowered 
the barriers that insulated national markets from each 
other. However, while investors can now access for- 
eign capital markets more easily, geography has not 
become irrelevant. Obstacles to international capital 
flows, such as legal restrictions on capital mobility and 
foreign ownership, the costs associated with trading 
and acquiring information on firms listed abroad, and 
concerns over investor protection in certain foreign 
jurisdictions, still exist. The segmentation of markets 
that results from these barriers is creating incentives 
for corporate managers to adopt financial policies 
such as international cross-listing, whereby a firm lists 
its shares for trading on at least two stock exchanges 
located in different countries.! 


The object of this article is to explore the reasons for— 
and the consequences of—cross-listings, focusing 
specifically on the channels through which cross- 
listing affects the cost of equity capital. The extent to. 
which national equity markets are integrated with one 
another will also be discussed. The evidence pre- 
sented here consists mostly of empirical findings from 
the literature. 





1. In the remainder of this article, the terms international and cross-border will 
be dropped. This practice will be referred to simply as cross-listing (or as 
interlisting, which is considered a synonym in the literature). The reader 
should note that while dual listings within a single jurisdiction are common, 
the rationale for these listings is not the subject of this article. 
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The Geography of Cross-Listings 


Canadian firms have been listing shares abroad in 
increasing numbers over the past two decades. As of 
November 2003, there were 181 Canadian listings in 
the United States, an increase of almost 100 per cent 
in 20 years.” A small number of Canadian firms (21) 
are listed on the London Stock Exchange, which is 
generally considered to be the most international of 
European stock markets. The rise in Canadian-based 
interlisted issues is more modest when the numbers 
are scaled by the total number of stocks listed on the 
Toronto Stock Exchange (TSX). The proportion of 
Canadian-based interlisted shares has increased from 
about 10 per cent in the late 1980s to roughly 15 per 
cent in recent years (Chart 1). These listings represent 
a broad range of industries from such sectors as natu- 
ral resources, technology, transportation, and commu- 
nications. For most of the past 20 years, trading of 
Canadian-based issues has been fairly evenly split 
between Canadian and U.S. exchanges. The percent- 
age of the value of U.S. trading has fluctuated in a 
range of 40 to 50 per cent (Chart 2). 


While there is evidence that U.S. exchanges have 
become more global in character in the past two 


Chart 1 


Proportion of Canadian-Based Interlisted Shares on 
the TSX 


Per cent 
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Source: TSX Review 





2. Most of the Canadian companies listed in the United States are trading on 


either the NYSE (80 of 181) or the NASDAQ (78). The remaining 23 companies 
list on regional exchanges or on the American Stock Exchange (AMEX) . 
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Chart 2 


Share of Trading Value for Canadian-Based Firms 
on U.S. Exchanges 


Per cent 
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Source: TSX Review 


decades, European exchanges have tended to narrow 
their focus. Although the number of European firms 
listing their shares abroad increased considerably 
between the mid-1980s and the mid-1990s, most of 
them gravitated towards U.S. exchanges as opposed 
to those in other European countries. During that 
period, the number of U.S.-based firms listing in 
Europe fell by a third (Pagano et al. 2001, 2002). This is 
believed to be a direct consequence of the competitive 
advantage of U.S. exchanges, which are generally con- 
sidered to be better positioned to lure larger global 
firms that require deep and liquid markets to accom- 
modate their funding needs and acquisition strategies. 
Evidence that will be discussed later shows that firms 
also try to associate themselves with the U.S. regula- 
tory system. 


Despite a higher cost, listing in the United States has 
become a way for high-quality, innovative firms to 
distinguish themselves from others. Pagano et al. find 
that the characteristics and performance of European 
companies differ sharply depending on whether they 
cross-list in the United States or within Europe. If they 
list in the United States, they tend to be high-tech, 
export-oriented companies, and are pursuing rapid 
expansion with no significant reliance on debt. 
Pagano’s results also suggest that companies tend to 
list in countries that share similar cultural or linguistic 
characteristics with the country in which they are 
based. 


The proportion of non-U.S. listings on the New York 
Stock Exchange (NYSE) has doubled in the past dec- 
ade, rising steadily from about 8.5 per cent in 1994 to 
17 per cent at the end of 2003 (Chart 3). During the 
same period, the proportion of the value of trading 
accounted for by non-U.S. firms fell slightly, from 
around 10 per cent to 8 per cent (Chart 4). 


Chart 3 

Proportion of Non-U.S. Listings on the NYSE 
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Source: New York Stock Exchange Web site at http: //www.nyse.com 


Chart 4 


Share of Trading Value on the NYSE: 
Non-U.S. Listings 
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Source: New York Stock Exchange Web site at http://www.nyse.com 


The share of international stocks in the NASDAQ list- 
ings also increased in the 1990s, but to a lesser extent, 
rising from 7 per cent at the end of 1992 to slightly less 
than 10 per cent in 2003. Non-U.S. listings on the 
NASDAQ reached a peak in 2001 before declining, as 
technology stocks went through a severe correction 
following their rapid price appreciation in the late 1990s. 
Table 1 provides a breakdown by region of the number 
of firms cross-listed on the NYSE and the NASDAQ. 


Table 1 
Cross-Listings on the NYSE and the 
NASDAQ, by Region 
As of 31 December 2003* 

NYSE NASDAQ 
Asia/Pacific 80 (17.1) 50 (14.7) 
Europe 189 (40.3) 95 (27.9) 
Middle East/Africa 13 (2.8) 76 (22.3) 
South America/Caribbean 106 (22.6) 42 (12.3) 
Canada 81 (17.3) 78 (22.9) 
Total 469 341 


* Figures in brackets are expressed in per cent. 
Source: New York Stock Exchange Web site at http: //www.nyse.com and the NASDAQ 
Web site at http: //www.nasdaq.com 


The Costs of Cross-Listing 


Cross-listing offers many advantages for the listing 
firms, but there are also costs. These relate to enhanced 
disclosure requirements, registration costs with regu- 
latory authorities, and listing fees (Karolyi 1998). To 
accommodate a wide variety of firms, exchanges have 
designed several different listing categories, each with 
a different set of requirements and, to the extent that 
investors are knowledgeable about this structure, vary- 
ing potential benefits. 


At one end of the spectrum is the ordinary listing. This 
is the most prestigious type of listing, but also the one 
for which requirements are the most stringent. A firm 
seeking a listing must meet certain criteria set by the 
exchanges. These usually relate to minimum levels of 
market capitalization and of certain accounting varia- 
bles, such as income. Firms must also satisfy the 
requirements of regulators, who usually demand that 
financial statements be restated according to the prin- 
ciples and standards mandated by the local account- 
ing authority. They must also make arrangements for 
the clearing and settlement of trades in the foreign 
country in which they wish to list. 


i 
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Cross-listing offers many advantages 
for the listing firms, but there are also 
costs. 


Firms wishing to list in the United States have the 
option of participating in an American Depository 
Receipts (ADR) program. ADRs are negotiable certifi- 
cates issued by a bank to represent the underlying 
shares of stock, which are held in trust at a foreign 
custodian bank. The sponsoring bank provides all 
stock transfer and agency services, such as maintain- 
ing registration of holders and settling broker trades. 
The issuing banks exchange the foreign currency divi- 
dends for U.S. dollars and send the dollar dividend to 
the ADR holders. A number of listing options, each 
with different reporting requirements, are available to 
firms interested in issuing ADRs.° 


Why List Abroad? 


According to survey results, Canadian corporate man- 
agers generally believe that access to a broader investor 
base and increased marketability of a firm’s securities 
are the main benefits of pursuing cross-listing, while 
compliance with foreign reporting requirements is 
cited as a major cost. The majority of survey respondents 
consider the net benefits of cross-listing to be positive, 
although not necessarily substantial. Whether benefits 
outweigh costs depends on whether total trading vol- 
ume increases subsequent to listing abroad (Mittoo 
1992); 


Although some corporate managers may be partly 
motivated by such considerations as enhancing their 
firm’s prestige or increasing the visibility of its prod- 
ucts, the primary objective of cross-listing is the finan- 
cial goal of reducing the cost of the firm’s equity 
capital. Listing a company’s stock abroad should have 
no impact on its price when domestic and foreign 
equity markets are fully integrated. If barriers exist, 
however, a firm’s share value may be affected by the 





3. Level 1 ADRs trade over-the-counter (OTC) as Pink Sheet issues with lim- 
ited liquidity and require only minimal Securities and Exchange Commission 
(SEC) disclosure and no compliance with U.S. Generally Accepted Accounting 
Principles (GAAP). Level 2 ADRs are exchange-listed securities, but do not 
allow new capital to be raised. Level 3 ADRs, the most prestigious and costly 
type of listing, require full SEC disclosure and compliance with the exchange’s 
own listing rules. 


cross-listing announcement. Empirical evidence sug- 
gests that shares of cross-listed firms tend to experi- 
ence abnormally high returns prior to their foreign 
listing and shortly thereafter. Longer-term perform- 
ance varies greatly across companies. For many firms, 
the initial increase in performance dissipates over the 
next year. 


Canadian corporate managers 
generally believe that access to a 
broader investor base and increased 
marketability of a firm’s securities are 
the main benefits of pursuing cross- 
listing, while compliance with foreign 
reporting requirements is cited as a 
major cost. 


This post-listing performance, which is generally 
more pronounced for smaller, less mature firms, is 
often considered to be related, not to the event of list- 
ing, but to firm-specific factors. For example, manag- 
ers may have timed the foreign listing to occur just as 
the firm’s value was peaking. It is also believed that 
smaller firms may have difficulty adjusting to their 
new environment, where disclosure requirements are 
usually higher than in their home market. Another 
possible explanation is that the firm may have issued 
too much equity at the time of listing relative to what 
the investors were willing to support (Karolyi 1998; 
Foerster and Karolyi 1999). Recent evidence suggests 
that, for Canadian firms, the magnitude of the price 
reaction declined significantly in the 1990s. This is 
explained by the increasing integration of the Cana- 
dian and U.S. economies (Mittoo 2003). 


This post-listing performance may also be linked to a 
reduction in the underlying sensitivity to the com- 
pany’s share price among domestic investors, which 
results in lower required returns. A corporation that 
decides to list its shares abroad may benefit from 
investor heterogeneity, since a widening of the share- 
holder base improves the ability of investors to share 
risk. Specifically, investors would require lower 
expected returns to hold the stock, given that some of 
its pre-listing systematic risk can now be diversified. 
Empirical studies suggest that the cost of equity 
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capital declines following a foreign listing (Karolyi 
1998; Stulz 1999; Errunza and Miller 2000). 


Transactions costs and informational considerations 
are two channels through which interlisting may lead 
to a drop in expected returns. 


Transactions costs 


Cross-listing reduces transactions costs through an 
improvement in market liquidity following the for- 
eign listing (Karolyi 1998). A market is considered to 
be liquid if transactions can be executed rapidly and 
with little impact on prices. 


The relationship between liquidity and interlisting is 
largely attributed to the global competition for order 
flow (i.e., trading volume). This competition causes 
exchanges to continuously look for ways to improve 
their trading processes in order to enhance market 
quality and maintain or attract order flow.’ Improve- 
ments to trading processes relate, for example, to 
trade execution, disclosure of trading information, 
and to the presence and activities of market-makers.” 


The relationship between liquidity 
and interlisting is largely attributed 
to the global competition for order 
flow (1.e., trading volume). 


In theory, when a security trades on multiple markets, 
traders who do not have superior information regard- 
ing future returns will base their trading decisions 
largely on transactions costs. If one exchange has 
lower transactions costs than the other(s), order flow 
emanating from these so-called liquidity traders will 
gravitate towards that exchange. Other traders who 
wish to profit from information in their possession 
that has either not been disseminated to, or properly 
assimilated by, the whole trading community will 





4. There is no precise definition of market quality, but liquidity is considered 
to be an important aspect. Other key considerations are operational and infor- 
mational efficiency, transparency, and volatility. 


5. The role of market-makers is to maintain a liquid, fair, and orderly market. 
While most stock exchanges have introduced some form of market-maker, 
their responsibilities and the proportion of stocks with a market-maker can 
vary across markets. 


then have incentives to trade on that market as well 
in order to better conceal their trading intentions. 
This exchange would eventually reap most of the 
trading volume for the stock and dominate the market 
(Chowdhry and Nanda 1991; Huddart, Hughes, and 
Brunnermeier 1998). 


Empirical evidence, much of it derived from Canadian 
data, suggests that bid-ask spreads tend to narrow on 
the domestic market following interlisting, particu- 
larly for stocks that experience an increase in domestic 
trading volume. The improvement in quotes can be 
interpreted as a response of domestic market-makers 
to competition from their foreign counterparts. An 
increase in total trading volume and in market depth 
has also been documented. The extent to which 
liquidity is enhanced is related to the proportion of 
total trading volume that the new market captures 
and to the trading restrictions imposed on foreigners 
prior to listing (Karolyi 1998; Foerster and Karolyi 
1998). Liquidity improves the most when the domestic 
market retains a significant portion of its trading vol- 
ume and when restrictions on pre-listing cross-border 
trading are stringent. Another condition favouring the 
enhancement of liquidity, mostly in situations where 
the listing firm is based in an emerging market, is the 
existence of informational links between markets. If 
informational links were poor, e.g., for emerging mar- 
kets, cross-listing would actually reduce liquidity and 
increase volatility on the domestic market as informa- 
tive trades were directed to other markets (Domowitz, 
Glen, and Madhavan 1998). 


All else being equal, greater liquidity should translate 
into a lower cost of equity capital, since liquidity is 
valued by shareholders. The required rate of return 
for a security has been shown to be an increasing and 
concave function of the spread between the quotes of 
interested buyers and sellers (Amihud and Mendelson 
1986). 


A closer look at foreign firms listing on the NYSE 
shows that foreign stocks are typically less liquid than 
those of firms based in the United States. They have 
wider bid-ask spreads and less market depth, and 
their prices are more volatile. The difference tends to 
be greater for companies from emerging markets than 
for those from industrialized economies. Specialists 
also appear to be less willing to maintain non-zero 
positions in their closing inventory of foreign stocks 
(Bacidore and Sofianos 2002). These results are attrib- 
uted to informational asymmetry and to the increased 
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risk of adverse selection of foreign stocks, which are 
discussed in the next section. 


Informational considerations 


Informational considerations are another source of 
market segmentation that can be overcome through 
cross-listing. These considerations relate mainly to the 
cost of acquiring and processing relevant information 
about foreign firms, and to the reliability of that infor- 
mation. Several authors argue that interlisting reduces 
the cost of equity capital by making information on 
the listing firm more easily accessible. 


While there is evidence that analysts 
tend to be less optimistic about the 
prospects of foreign firms compared 
with domestically based firms, cross- 
listings tend to improve the accuracy 
of their earnings forecasts. 


Cross-listing is believed to increase a firm’s visibility 
as well as investor recognition, based on evidence that 
both media coverage and the number of analysts fol- 
lowing the firm rise subsequent to the foreign listing. 
While there is evidence that analysts tend to be less 
optimistic about the prospects of foreign firms com- 
pared with domestically based firms, cross-listings tend 
to improve the accuracy of their earnings forecasts. 
Since investors have to incur a lower cost to follow a 
corporation’s affairs, its investor base expands, and 
demand for its stock will rise (Lang, Lins, and Miller 
2003; Baker, Nofsinger, and Weaver 2002; Das and Sau- 
dagaran 1998). 


Disclosure requirements for trading and accounting 
information, as well as the degree of protection of 
minority shareholders’ interests, all have implications 
for the valuation of a firm. Empirical work suggests 
that cross-listing in a country with better disclosure 
requirements and investor protection might create 
value (Doidge, Karolyi, and Stulz 2003) because supe- 
rior accounting and disclosure standards reduce 
investors’ costs for researching information. Listing in 
a country with stricter standards than at home also 
reduces the potential for managers to benefit from 


private information in their possession. These lower 
information and agency costs allow firms to reduce 
their equity risk premium (Reese and Weisbach 2002). 
Some authors believe that firms based in countries 
with poor standards may also benefit from the signal- 
ling effect of listing in a country with stricter require- 
ments. According to them, cross-listing could signal a 
credible commitment to enhanced corporate govern- 
ance. Firms would then try to list in countries with 
higher disclosure standards and a greater standard of 
enforcement than in their own jurisdiction (Coffee 
2002). This so-called “bonding hypothesis” has been 
tested empirically with Canadian data. The results 
suggest that Canadian firms can increase their valua- 
tion by bonding themselves to the U.S. regulatory 
environment through cross-listing (King and Segal 
2003). 


The notion of a “race to the top” in disclosure require- 
ments has been formalized by Huddart, Hughes, and 
Brunnermeier (1998). In their theoretical model, the 
actions of non-informed traders, who have strong 
incentives to gravitate towards exchanges with better 
disclosure, prevent corporate insiders from listing the 
company on an exchange with low disclosure require- 
ments—and profiting from the private information in 
their possession. Their model contradicts the notion 
that, without regulators, exchanges could be tempted 
to be lax about disclosure requirements in order to 
increase listings. 


An additional advantage of cross-listing is that, in the 
case of stocks trading on markets located in different 
time zones, it facilitates the process of assessing a 
stock’s value at the beginning of the trading session. 
At the opening of trading, prices are less volatile for 
shares that traded overnight on another exchange 
than for those that did not. Pricing errors are thus 
reduced (Yamori 1998; Lowengrub and Melvin 2002). 


Price Interactions 


An emerging stream of the literature on cross-listings 
is concerned with analyzing the fluctuations in the 
price of a stock on different markets. If equity markets 
were fully integrated, price gaps would be minimized 
when prices were converted into the same currency. In 
addition, all markets would incorporate new informa- 
tion almost simultaneously. Integration of market 
prices should favour market efficiency and liquidity 
by ensuring that orders are matched with the best off- 
setting orders from all trading venues. 
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Informational links between markets, however, are 
rarely strong enough for perfect market integration to 
take place and for concurrent price discovery to occur 
on multiple markets.° Informational asymmetries and 
transactions costs cause a certain degree of market 
segmentation, allowing one market to become from 
time to time a price leader for a given stock. While 
arbitrage forces necessarily drive prices on other mar- 
kets to adjust so as to maintain an equilibrium of no 
arbitrage, the exchange acting as a price leader could 
attract a substantial portion of order flow if the adjust- 
ment takes time. 


This type of misalignment is expected to arise, for 
example, when trading hours do not overlap. In such 
an environment, an advantage is gained by the firm’s 
domestic equity market, since firm-specific news rele- 
vant to prices is likely to be produced in its home 
country during regular business hours. Another 
example of an informational asymmetry that may 
cause market segmentation occurs with firms that 
may be classified as “blue chip” in their home mar- 
kets, because they have a relatively large investor base 
and analyst following, but have less visibility abroad. 
In these cases, it is reasonable to assume that price dis- 
covery will tend to occur primarily on the firm’s 
national exchange. However, it could also be argued 
that price discovery will occur on the foreign 
exchange if its market quality is superior. 





6. Price discovery refers to the process through which new fundamental 
information is reflected in prices. 
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Conclusions 


While financial markets worldwide have become 
more integrated, geography still matters in finance. 
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Speeches 





Introduction 


Governor Dodge explored the effects of low inflation on the performance of Canadian labour markets in a lecture 
delivered at Memorial University, Newfoundland on 20 November, the 25th anniversary of the end of wage and 
price controls under the Anti-Inflation Board. 


In a speech to the London Chamber of Commerce on 8 December, the Governor reviewed the economic adjust- 
ments that Canadians made throughout the 1990s and those that will be necessary in the coming decades. 
Productivity, in particular, will need to improve, and the Bank will be watching closely in the coming months 
for “evidence that the economy is growing at a rate solidly above the growth of potential,” Mr. Dodge said. 


Both are reprinted in this issue of the Review. 


The full text of other speeches given by the Governor can be found on the Bank’s Web site at: 
http:/ /www.bankofcanada.ca, including: 


22 January 2004 Opening statement following the release of the Monetary Policy Report Update 


17 November 2003 Remarks to the Office for Partnerships for Advanced Skills Annual Visionary Seminar, 
Ottawa, Ontario 


3 November 2003 Remarks to the David Dodge Tribute Dinner hosted by the Canadian Foundation of 
Economic Education, Toronto, Ontario 


23 October 2003 Opening statement to the Senate Banking, Trade and Commerce Committee 


22 October 2003 Opening statement at the House of Commons Finance Committee following 
the release of the Monetary Policy Report 


Opening statement following the release of the Monetary Policy Report 
10 September 2003 Remarks to the Vancouver Board of Trade, Vancouver, British Columbia 


5 September 2003. Remarks to the Spruce Meadows Roundtable, Spruce Meadows, Alberta 


7 August 2003 Remarks to the Couchiching Institute on Public Affairs, Geneva Park, Ontario 

17 July 2003 Opening statement following the release of the Monetary Policy Report Update 

18 June 2003 Remarks by David Dodge, Governor of the Bank of Canada, to the Metropolitan 
Halifax Chamber of Commerce, Halifax, Nova Scotia 

12 June 2003 Remarks to the Conseil du patronat du Québec, Montréal, Quebec 

11 June 2003 Remarks by David Dodge, Governor of the Bank of Canada, to the Conference of 


European Statisticians, Geneva, Switzerland (via videoconferencing) 


5 June 2003 Remarks to the German-Canadian Business Club of Berlin-Brandenburg, 
Berlin, Germany 
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Low and Predictable Inflation and 
the Performance of Canadian 


Labour Markets* 





Lecture by David Dodge 

Governor of the Bank of Canada 

to the Memorial University of Newfoundland 
St. John’s, Newfoundland and Labrador 

20 November 2003 


he goal of Canadian monetary policy is to 

contribute to solid economic performance 

and rising living standards. The best way we 

can do this is by keeping inflation low, stable, 
and predictable. This has important implications for 
labour market performance. 


Although inflation is now low, stable, and predictable, 
this has not always been the case. Indeed, in the 1970s, 
inflation was high, unstable, and unpredictable. This 
led to the establishment of the Anti-Inflation Board 
(AIB) in 1975, where I worked as Research Director. 


Tonight, I would like to reflect on what we have learned 
since the AIB closed its doors almost 25 years ago to 
the day. I’ll begin with a brief discussion of the theoret- 
ical foundation for the role that inflation expectations 
play. Expectations are important for both price- and 
wage-setting, but I will concentrate on the wage-set- 
ting aspects. I would next like to discuss the Bank of 
Canada’s inflation-targeting framework, which serves 
to anchor inflation expectations. I will also address the 
issue that our inflation target may be too low because 
nominal wages are downwardly rigid. And I will dis- 
cuss Canada’s labour market performance and how it 


* The oral presentation by Governor Dodge at Memorial University is an 
abridged version of this paper. The Governor would like to thank Robert Fay, 
Assistant Chief, Research Department, Bank of Canada, for his contribution to 
this paper. 


has improved substantially with the change in our 
monetary policy framework since 1991. Finally, I will 
say a few words about the conduct of monetary policy 
today, and offer some brief concluding remarks. 


Inflation and the Role of Inflation 
Expectations 


Let me begin by going back to the 1970s. When we 
started that decade, the inflation rate was around 

3 per cent. But it quickly rose to over 12 per cent in 
the span of three years. Not only was inflation rising, 
it had become more variable, creating uncertainty 
over the future rate of inflation.’ This made it difficult 
for workers and employers to decide on the appropri- 
ate rate of inflation to incorporate into wage settle- 
ments. In this environment, it was not surprising that 
some workers demanded wage increases, both as 
compensation for past inflation and as a precaution 
against future inflation. And many employers granted 
them. When they did not, workers often went on 
strike. On average, in the 1970s, over seven million 
person-days were lost to strikes each year. This was an 
enormous loss of output. High and variable inflation 
also triggered large wage settlements. This fuelled 
inflation expectations and contributed to both a wage- 
price spiral and a wage-wage spiral. 





1. Variability is measured as the standard deviation. 


2. At the time, workers and unions were pushing for wage increases to com- 
pensate them for the risk of higher inflation over the life of their contracts. But 
employers in some sectors were also willing to offer high wage increases. The 
public sector, for example, saw larger revenues with rising inflation. And 
some firms in the private sector experienced a boost in profits generated by 
inflation and were therefore willing to grant relatively large wage increases. 
In some cases, this led workers and unions to demand similarly large wage 
increases, irrespective of the conditions in their particular sector. 


i 
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In the economics literature of the day, there was a lot 
of confusion over the role that inflation expectations 
play in the wage-formation process. The literature 
stressed that workers and unions sought to catch up 
with inflation that had already occurred. But against 
this background, Milton Friedman argued that for- 
ward-looking expectations were more important in 
wage bargaining than catching up with past infla- 
tion. In particular, he stressed that workers bargain 
over real, and not nominal, wages. When signing a new 
contract, workers demand higher wages if they expect 
prices to increase over the life of the contract so as to 
preserve their real wages. 


Thus, he argued that it is not the recently observed 
rate of inflation, but rather the expected rate of inflation 
that plays a prominent role in wage-setting. But with 
inflation rising and becoming more variable, there 
was considerable uncertainty over what the future 
rate of inflation would be. Indeed, high and variable 
inflation meant that there was no anchor for inflation 
expectations, and this lack of an anchor led to consid- 
erable turbulence in wage-setting.° 


Although contractionary macroeconomic policies 
were required to lower the double-digit inflation rate, 
such policies operate with a lag and would have 
resulted in higher levels of unemployment during the 
transition period. One train of thought in the early to 
mid-1970s was that temporary wage and price controls 
could alleviate the negative impact on unemployment 
by ensuring that, over a period of time, wage- and 
price-setting behaviour would become consistent with 
the more restrictive macroeconomic policies. 


The Anti-Inflation Board was therefore established to 
try to anchor inflation expectations through wage and 
price controls. The objective was to ensure that wage 
growth was in line with a set of targets for inflation of 
8, 6, and 4 per cent over a 3-year period. This was done 
with the assumption that monetary and fiscal policy 
would be set to be consistent with such a result.4 


The imposition of wage and price controls was very 
controversial, to say the least. One well-known aca- 





3. In addition, the economy was buffeted by shocks that had not been seen 
before. For example, the economy was hit by adverse oil-price shocks that fed 
directly into inflation expectations in the absence of a clear nominal anchor 
for monetary policy. And these shocks, combined with other structural 
changes, made it difficult for workers and employers to judge how to 
respond. 


4. For an overview of the causes of inflation, as well as the goals of the AIB, 
see Dodge (1976). 


demic even described them as “how to do a lot of 
harm by trying to do a little good.” > There were three 
principal arguments against the use of controls. The 
first was that they would create distortions in the 
economy and that the longer the controls were in 
place, the greater these distortions would grow. The 
second was that controls are very difficult and costly 
to administer. Third, there was doubt as to whether 
the controls could really engineer a permanent reduc- 
tion in inflation. In particular, would policy-makers 
place too much emphasis on controls and not enough 
on supporting macroeconomic and structural policies? 


The empirical evidence that followed suggested that 
the controls were responsible for a reduction of about 
2 to 3 percentage points in wage increases.° Ulti- 
mately, however, neither monetary nor fiscal policy 
was restrictive enough to maintain a lower rate of 
inflation, although, at the time, monetary policy was 
thought to be sufficiently tight. Subsequent research at 
the Bank, however, showed that the links between 
movements in the narrow monetary aggregate M1 and 
changes in prices were not as close in the short run as 
had been expected. And the size of the short-run 
changes in interest rates required to keep the money 
stock within its target band were not enough to have 
much of an impact on real output or prices.” 


The fact that the link between any monetary aggregate 
and inflation did not prove to be very tight over time 
led the Bank to suggest in 1988 that it should focus 
eet on price stability as the anchor for monetary 
policy.” This led to the introduction of the inflation- 
targeting framework in 1991, one important objective 
of which is the anchoring of inflation expectations. 


We did this because we had learned that, once infla- 
tion expectations are anchored, they contribute to 
more stable output and employment growth, allowing 
for more durable gains in real income over time. 





5. Lipsey (1977). 
6. Auld et al. (1979). 


7. Thiessen (2000). In other words, the interest rate elasticity of M1 demand 
was too high. In the second half of the 1970s, the nominal anchor for mone- 
tary policy was a series of target ranges for growth in M1. These were aban- 
doned in the early 1980s as the relationship between movements in the 
narrow money aggregate and changes in nominal spending broke down. 
Another problem with using the monetary aggregate M1 as the target for 
monetary policy was the uncertain impact of financial innovation, which 
weakened the relationship between M1 and other macroeconomic variables. 


8. Crow (1988). 


SESE 
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Inflation Targeting and the Behaviour 
of Inflation 


In February 1991, the Bank and the Government of 
Canada jointly announced a series of inflation-reduc- 
tion targets. 


These targets were aimed at gradually bringing the 
12-month rate of inflation down to 2 per cent, the mid- 
point of the inflation-control target range, by Decem- 
ber 1995. Given the empirical evidence for Canada, 
which showed that the appropriate horizon for aim- 
ing at an inflation target was about 1 1/2 to 2 years, 
the first formal target was set for December 1992 at 

a rate of 3 per cent (plus or minus 1 per cent). Since 
that initial agreement, the inflation target has been 
extended three times, with the latest agreement cover- 
ing the period to the end of 2006. In each case, the 
midpoint of the inflation-control target range has been 
maintained at 2 per cent. 


The measure of prices chosen for the target was the 
consumer price index (CPI). This index is well under- 
stood by workers, unions, and employers, partly 
because of its use in cost-of-living (COLA) agreements. 
The operational guide for the Bank, however, is core 
inflation.’ The reason for using a core inflation meas- 
ure is to focus on the underlying trend in inflation on 
which monetary policy can have an effect. Given the 
lags between monetary policy actions and their impact 
on inflation, shocks that are expected to dissipate 
within that time frame are generally outside the scope 
of central bank action, unless such shocks have an 
impact on inflation expectations. 


Since the adoption of inflation targeting, the inflation 
rate has fallen significantly. Indeed, by January 1992, 
inflation was already close to 2 per cent, down from its 
average of over 5 per cent between 1988 and 1991. 
Although at times it has approached the boundaries of 
the range, and exceeded it earlier this year, over the 
medium term, the average inflation rate has remained 
around 2 per cent. Indeed, over the six-year period 
from 1996 to 2002, it was just under 2 per cent. More- 
over, not only has the inflation rate fallen, it has 
become more stable. In other words, movements away 





9. When the targets were first introduced, core inflation was defined as the 
CPI excluding food and energy prices and the effects of changes in indirect 
taxes on the remaining CPI components. We now have a more refined measure 
that excludes only the eight most volatile elements of the index as well as the 
effects of changes in indirect taxes on the remaining components. One reason 
for moving to the new measure of core inflation was that it is a better predic- 
tor of future inflation than the previous measure (Macklem 2001). 


from the target have not been persistent. When infla- 
tion has moved away from the midpoint, it has shifted 
back towards 2 per cent as the shocks have worn off. 


Not surprisingly, the Bank has undertaken considerable 
research to better understand the dynamics of inflation. 
One strand of this research has examined the persist- 
ence of inflation ua allowing for potential changes in 
inflation regimes.!° The results show that the inflation 
process in Canada can be divided into three distinct 
regimes: one with extremely high persistence and 
high inflation rates, one with fairly low persistence 
and moderate inflation rates, and one with low per- 
sistence and low inflation rates. In the first regime, 
which prevailed in the 1970s and early 1980s, when 
inflation moved up, it tended to stay up. Since that 
time, the economy has moved into the second and 
third regimes, with inflation becoming much less per- 
sistent. Indeed, persistence fell considerably over the 
1980s and essentially disappeared in the late 1990s."! 


This decline in the persistence of inflation was the 
result of the change in the monetary policy regime 
that has fostered more forward-looking inflation 
expectations. Traditional analysis of the inflation- 
unemployment trade-off using the Phillips curve, 
however, has typically modelled inflation expectations 
as the weighted sum of past lags of inflation.'? More 
recent research has therefore moved towards embed- 
ding forward-looking expectations in this analysis. 
Cross-country analysis covering OECD inflation-tar- 
geting countries indicates that, since the adoption of 
the targets, inflation expectations have become more 
forward-looking, and that they are anchored around 
the official targets.'8 In our own empirical research for 
Canada, we have also found that expectations have 
become more forward looking.!4 





10. Ricketts and Rose (1995), Demers (2003). 


11. St-Amant and Tessier (1998) find that this has also been the case in other 
major inflation-targeting and non-targeting countries. 


12. The restriction that these lags sum to one is usually imposed so that there 
is no long-run trade-off between inflation and unemployment. 


13. Clifton, Leon, and Wong (2001). 


14. Khalaf and Kichian (2003). Because traditional Phillips curves are 
reduced-form equations, changes in the monetary policy regime can under- 
mine their use for policy purposes (the Lucas Critique). Research at the Bank 
has therefore also examined whether the New Keynesian Phillips curve ade- 
quately represents inflation dynamics in Canada. Guay, Luger, and Zhu (2002) 
have found that this is not the case, although their work highlights the impor- 
tance of including forward-looking expectations in the analysis. Work has also 
been undertaken on estimating the so-called sticky information Phillips curve 
based on the premise that firms change prices slowly because of the costs of 
acquiring new information relevant to that decision. See Khan and Zhu (2002). 
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Another fact about the inflation process in Canada is 
that inflation has become less uncertain—in other 
words, more predictable. After the oil-price shocks of 
the 1970s, inflation variability rose sharply. Although 
it fell during the years when the AIB was in operation, 
it rose again in the 1980s. However, between the 1980s 
and the latter part of the 1990s it dropped almost four- 
fold.!° This reduction in inflation variability linked to 
the low-inflation environment allows people to take a 
longer-term view with respect to their planning, which 
leads to a better allocation of economic and financial 
resources. 


In Canada, policy credibility has clearly increased 
over time. Work carried out using data to the mid- 
1990s suggested that, while central bank credibility 
had improved in inflation-targeting countries, it was 
difficult to say whether explicit inflation targets had 
made any additional contribution to that credibility. 
More recent evidence suggests that the inflation target 
has, in fact, played an important role in enhancing 
credibility. For example, since the mid-1990s, long- 
term inflation expectations have fallen close to the 
midpoint of the pues range, which is also close to the 
mean of inflation.! 


In Canada, expectations of forecasters and businesses 
began to fall in line with the targets soon after they 
were introduced.!® At first, this was for expectations 
at the 2-year horizon. Gradually, this lengthened to 6 
to 10 years. By 1997, long-term expectations of inflation 
in financial markets, as expressed by the difference 
between 30-year yields on conventional and index- 
linked bonds, had fallen in line with the 2 per cent target 
midpoint. They have been firmly anchored at that 
level ever since, despite the various shocks that have 
hit the Canadian economy. This is in strong contrast to 
earlier periods in our history when future expecta- 
tions had been fairly tightly linked to recently observed 
inflation rates.!? And this change in behaviour is not 
because there have been fewer economic shocks. In 
fact, over the past few years, we have witnessed eco- 
nomic crises in Asia and Russia, oil-price shocks, and 





15. This is measured by the standard deviation of inflation, which fell from 
about 3 in the 1980s to 0.7 in the last part of the 1990s. 


16. Johnson (1997), 


17. In addition, long-term inflation expectations would appear to be better 
anchored in Canada than in the United States. See Kozicki and Tinsley (2002). 


18. Perrier and Amano (2000) 


19. Dodge (2002a). 


the tragic events of 11 September 2001 in the United 
States. Despite all of this, inflation expectations have 
remained well anchored. This is in absolute contrast to 
earlier periods. And it points to the important role 
that monetary policy plays in anchoring inflation 
expectations. 


In general, there is real evidence to support the argu- 
ment that, with the inflation target becoming increas- 
ingly credible, the whole nature of the inflation process 
has changed. The short-run response of inflation to 
measures of excess demand and supply appears to 
have fallen. And, similarly, the response of inflation to 
relative price shocks, such as changes in the exchange 
rate and energy prices, also seems to have declined. 
These changes have had the effect of reinforcing the 
stability of the inflation process and, therefore, of 
inflation itself. And this, in turn, has produced a more 
stable macroeconomic environment. 


Moreover, by keeping average rates of inflation close 
to the inflation target, and by indicating that the Bank 
will act symmetrically in response to shocks that drive 
inflation away from the target in either direction, we 
have been able to contain inflation expectations. 
Indeed, under a credible monetary regime, there 
should be fewer forecasting errors in the bargaining 
process, since uncertainty about inflation is low. Thus, 
there is less need for workers to demand additional 
wage increases to protect themselves against the risk 
of unexpectedly high future inflation increases that 
can contribute to a wage-price spiral. Nor are employ- 
ers as likely to offer such increases. Similarly, both 
employers and workers can look through periods when 
inflation is below the target. Thus, wage-setting 
becomes focused on actual developments in the par- 
ticular sector. And workers and unions are able to place 
greater emphasis on real factors, such as productivity, 
that will help to boost income and living standards. 


Inflation Targeting: Is the Target Set 
Too Low? 


Now I would like to turn to concerns by some analysts 
that the level of the inflation target is set too low. 


Inflation targets, whether in Canada or elsewhere, 
have typically not been set at zero. One argument for 
excluding zero is that there is downward rigidity in 
nominal wages. More specifically, it says that a little 
inflation is needed to “grease the wheels” of the labour 
market because nominal wages are downwardly rigid. 
Thus, it is argued that the target for the inflation rate 
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should be in the 2 to 4 per cent range to facilitate 
adjustments in the real wage." You will recall that, in 
Canada, the target range is set at 1 to 3 per cent. 


One reason behind this argument is the belief that 
inflation allows firms to provide real wage increases 
to workers whose productivity is rising, while reduc- 
ing real wages to less-productive staff without having 
to cut nominal wages. t Therefore, for firms to achieve 
the desired adjustment in real wages in the face of 
adverse demand shocks, inflation would have to be 
above zero. Otherwise, unemployment would rise, 
perhaps at an increasing rate, as inflation approaches 
zero, because firms would have to resort to layoffs to 
keep wage bills at their desired level. 


Why might nominal wages be downwardly rigid? 
This could result from money illusion—for example, 
workers refusing to accept nominal wage cuts when, 
in fact, they may have suffered a similar reduction in 
real wages in the past because of inflation. Firms 
might also be reluctant to cut nominal wages because 
of notions of fairness. They might also have concerns 
that such cuts would adversely affect the quality of 
candidates they seek to attract, or lead to higher quit 
rates. 


On the face of it, downward nominal wage rigidity 
would seem to have little relevance for Canada.” As I 
will discuss in more detail later, in the late 1990s, the 
unemployment rate fell sharply even though inflation 
had stabilized around 2 per cent. 


The question is, how far above zero should the infla- 
tion target be set? This is an empirical question about 
how important downward nominal wage rigidity is in 
practice. Is there evidence that there is so much resist- 
ance to nominal wage cuts in Canada that our infla- 
tion target of 2 per cent is too low? 


In the period leading up to the May 2001 renewal of 
the latest inflation target, the Bank undertook consid- 
erable research using a variety of tools and addressing 
a number of hypotheses to determine the extent of 
nominal wage rigidity in Canada.*° 





20. Fortin (1996); Akerlof, Dickens, and Perry (1996); Fortin, Akerlof, Dickens, 
and Perry (2002). 


21. Tobin (1972). 
22. Thiessen (1996). 


23. See Technical Background Document 1 from the renewal of the inflation- 
control target (May 2001). This can be found at http: / /www.bankofcan- 
ada.ca/en/press/annexel pdf. 


One way to examine the likely impact of downward 
nominal wage rigidity is to estimate what the wage 
distribution would look like in the absence of rigidity. 
On balance, this line of research demonstrates that 
downward nominal wage rigidity has not been an 
important feature of the Canadian labour market. Rel- 
atively more wage freezes do occur at low inflation 
rates, but this would be expected anyway, since the 
mean of the wage-change distribution varies with the 
rate of inflation. Econometric estimates suggest that 
the net effect of downward nominal wage rigidity on 
wage growth was in the range of only 0.07 to 0.18 per 
cent in the unionized private sector in the 1990s.7+ 


It is important to note that what might appear to be 
downward nominal wage rigidity could also be a 
form of menu costs. By this, I mean the fixed costs 
associated with changing pay scales, a task that firms 
may be reluctant to undertake unless a large wage 
adjustment is required.” The estimates of rigidity that 
I just mentioned incorporate these effects. 


Another strand of research has examined the employ- 
ment effects of downward nominal wage rigidity in 
Canada. There are relatively few papers on this sub- 
ject. Moreover, estimates of the employment impact 
tend to be sensitive to model specifications, which are 
typically reduced-form equations linking changes in 
employment growth to changes in output growth and 
to a variable that measures wage cuts or freezes. On 
balance, however, these studies do not support a sig- 
nificant employment impact.”° 


Most of the data used in the research I have cited come 
from wage settlements in the unionized sector, which 
begs the question as to whether the results would hold 
more generally for all workers in the economy. Evi- 
dence suggests that the wage-settlements data tend to 
overstate the amount of nominal wage rigidity in the 
economy, since base wage rates for workers outside 
the unionized sector are typically more flexible.*” For 
example, small firms tend to have more flexible pay 
practices, while variable compensation, including 
adjustments to non-wage benefits, also allows for 
more nominal wage flexibility. 





24. Crawford (2001); Crawford and Wright (2001). 
25. In addition, there are few small wage changes (up or down) in the data. 


26. Simpson, Cameron, and Hum (1998) find relatively large effects, but 
Fares and Hogan (2000) and Faruqui (2000) show that, once their model is 
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the impact is insignificant. 


27. Crawford and Harrison (1997). 
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In addition to using micro-level data to examine 
downward nominal wage rigidity, aggregate data can 
also be used to examine the effect of unemployment or 
the output gap on inflation—in other words, the slope 
of the Phillips curve. If downward nominal wage 
rigidity exists, then the slope of the Phillips curve 
should have become flatter in the period of excess 
supply during the low-inflation period of the 1990s. 
Evidence from this research, however, does not sup- 
port this hypothesis.78 


Another line of argument that has been tested using 
aggregate data has been referred to as “near-rational” 
wage setting. It suggests that workers and firms might 
not worry as much about inflation when it is at low 
levels and, therefore, do not fully incorporate small 
changes in inflation into their inflation expectations. 
Supporters of this line of reasoning argue that unem- 
ployment can be sustained below the equilibrium rate 
over a range of low and moderate rates of inflation. 
Thus, there is some positive inflation rate that should 
be chosen as the target. 


29 


One problem with this argument is that it is difficult to 
imagine why agents would continuously ignore the 
negative impact of low inflation.°° Although the cost 
might be small in a single period, it would clearly 
accumulate over time, which should induce them to 
become fully rational in their wage- and price-setting. 
There is little Canadian evidence in this area. That 
which exists, however, suggests implausibly high esti- 
mates of near-rational behaviour when inflation is at 
Duper cent.3! 


In summary, there is little substantive evidence to sug- 
gest that downward nominal wage rigidity or near- 
rationality in wage-setting impedes appropriate 
adjustment at our currently targeted inflation rate of 

2 per cent. But equally, there is little substantive evi- 
dence to suggest that a target lower than 2 per cent 
would lead to a measurable improvement in economic 
behaviour. Thus, because inflation expectations have 
become well anchored around 2 per cent, maintaining 
the 2 per cent target was judged to be appropriate.°7 
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Canadian Labour Market 
Performance 


In this part of my lecture, I would like to discuss how 
the labour market functions better than it did a decade 
ago and, indeed, better than when the AIB was 
wrapped up in 1978. 


First: As I said, inflation has become low, stable, and 
predictable. The impact of this development can be 
seen in the path of nominal wages.’ Indeed, the 
growth in nominal wages has also slowed, along with 
falling inflation. Since the introduction of the inflation 
target, average annual growth in nominal wages has 
been about 4 per cent, down from the approximately 
14 per cent average growth recorded in the 1970s and 
the 8 per cent witnessed in the 1980s.°4 


In addition, the distribution of wage changes has 
narrowed as inflation has become more predictable. 
There are at least a couple of reasons why this might 
be the case. First, research points to a significant link 
between higher inflation and greater inflation uncer- 
tainty. Where there is increased uncertainty about 
inflation, firms and workers may set inflation adjust- 
ments incorrectly, creating relatively more dispersion 
in wage changes.°° Thus, as uncertainty about infla- 
tion falls in line with declining inflation, so should the 
dispersion around average wage changes. I will have 
more to say on inflation uncertainty in a few 
moments. Second, a lower cross-sectional variation 
in wage settlements could arise because downward 
nominal wage rigidity would impose a floor on the dis- 
tribution. As I have already discussed, this seems 
unlikely to have had a significant impact in Canada. 


By contrast, others have argued that the variability of 
relative wage changes decreases when inflation rates 
accelerate. Essentially, the argument here is that higher 





33. The relationship between movements in nominal wages and prices leads 
inevitably to the question of the direction of causality. The nature of these 
dynamics has been a source of debate over the years. In the 1970s, the prevail- 
ing view was that nominal wage inflation led to price inflation, largely 
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context, the setting of wage guidelines by the Anti-Inflation Board was seen 
as instrumental in controlling inflation. Since then, our research suggests that 
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inflation leads to a greater demand for indexed wage 
contracts either explicitly through COLA clauses or 
implicitly when setting wages with employers—to 
protect workers from unexpected increases in inflation.*° 


Clearly, what actually happens to the dispersion of 
wage settlements when inflation and inflation uncer- 
tainty decline is an empirical proposition. A stylized 
fact of the Canadian economy is that, in the unionized 
private sector, the variance in wage settlements fell by 
about two-thirds as inflation declined.*” Although 
some have suggested that this could be because of 
greater downward nominal wage rigidity, this is not 
the case. We know this because the variability of wage 
changes above the median has also fallen significantly. 
Moreover, it has become apparent that wages no 
longer react quickly to large changes in relative prices 
such as those generated by oil-price shocks or, more 
recently, by auto insurance premiums. This is a very 
important contribution to labour market performance 
in Canada because it suggests that relative wages tend 
to better reflect demand and supply conditions in par- 
ticular markets. There is, however, very little research 
in this area, and it is one where more in-depth analysis 
would be useful. 


Second: Another development in the 1990s was the rel- 
atively sharp increase in the average duration of 
labour contracts in the private unionized sector of the 
economy. Compared with the 1980s, the average dura- 
tion increased by almost 10 months.?® 


Reduced inflation uncertainty is one explanation for 
this. As the variability of inflation has fallen, this has 
likely lowered the amount of uncertainty in the econ- 
omy and has led to labour contracts that are longer in 
duration. Theoretical work in the late 1970s and early 
1980s showed that lower uncertainty about inflation 
should result in longer contracts.°? Empirical evidence 
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37. Crawford (2001). In the early 1980s, the annual standard deviation of 
wage settlements in the private sector was just over 3 per cent. This fell to 
about 1 per cent in the year 2000. The data are drawn from a database main- 
tained by Human Resources Development Canada, which contains informa- 
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38. In 1980, average duration across all contracts in the private sector was 
approximately 27 months. In 2001, it was about 36 months. 
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for Canada gathered in the early 1980s was consistent 
with this theoretical work.*© 


Using several measures of inflation uncertainty, 
researchers at the Bank of Canada have confirmed a 
robust negative relationship between inflation uncer- 
tainty and the duration of union contracts in the pri- 
vate sector.*! In other words, as uncertainty about 
inflation has fallen, the duration of labour contracts 
has lengthened. Indeed, it has been estimated that 
each percentage point decrease in inflation uncer- 
tainty increases contract length by about two 
months.** One positive implication of longer labour 
contracts is a savings in the resources dedicated to 
negotiation, or in other words, lower transactions 
costs. 


Another interesting finding is that the proportion of 
COLA clauses in private sector contracts has not 
changed much over the last decade, even though con- 
tract duration has increased.*3 Once unions have bar- 
gained for such clauses, they appear reluctant to give 
them up, even if they are seldom triggered. 


Unions, of course, bargain for more than just wages 
and cost-of-living agreements. In the early 1990s, they 
became more preoccupied with job security for their 
members in the face of weak aggregate demand, 
increased contracting out, and the move towards hir- 
ing temporary staff as employers sought to contain 
costs.*4 Thus, uncertainty over developments in the 
real side of the economy—which I shall refer to as real 
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to better specify and construct uncertainty variables and thus to measure the 
impact of inflation uncertainty on contract duration. For example, early 
empirical work by Christofides and Wilton (1983) used a rolling regression 
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42. This refers to the uncertainty measure derived from an ARCH model, and 
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44. One indicator of the importance of labour unions is union density—the 
number of workers who are union members. This measure suggests that the 
importance of unions has not changed substantially. Trade union density over 
the 1980s averaged about 36 per cent in Canada. The average over the 1990s 
was only slightly lower, although it did begin to fall after 1997, closing the 
decade at around 33 per cent. 





BANK OF CANADA REVIEW ¢ WINTER 2003-2004 39 


uncertainty—may have become more prominent at 
that time. Work at the Bank, however, finds no empiri- 
cal support for the proposition that this type of uncer- 
tainty affects contract length. 


Third: Another concrete benefit of low, stable, and pre- 
dictable inflation has been less disagreement over 
future inflation, leading to fewer strikes and, there- 
fore, lower output losses. The number of person-days 
lost to strikes peaked in the early to mid-1970s when 
inflation was at double-digit levels and uncertainty 
was high. Since then, the number of days lost has 
trended down. Between the 1970s and 1980s, the 
number of days lost to strikes fell by about one-third. 
In the 1990s, it declined again by over 50 per cent rela- 
tive to the previous decade. This represents a clear 
gain for workers and, indeed, for all Canadians. 


Fourth, and very importantly: greater stability has also 
been observed in output growth.*© Several reasons 
have been put forward for this, including better inven- 
tory management. The conduct of monetary policy 
has certainly been an important factor. By responding 
promptly and symmetrically to demand shocks, and 
by focusing on the underlying trend of inflation—thus 
ignoring temporary inflation shocks unless they feed 
into inflation expectations—monetary policy will pro- 
duce greater stability in output growth. 


Alongside greater stability in output growth, there has 
been more stable employment Brora and less volatil- 
ity in the unemployment rate.4’ On the margin, other 
factors may have been at play as well. For example, 
there is evidence that the use of variable forms of com- 
pensation has increased over time.*® Variable-com- 
pensation programs allow firms to adjust pay in the 
face of adverse shocks, rather than resorting to layoffs. 
This contributes to greater employment stability. It is 
also worth noting that changes in compensation prac- 
tices that link individual performance to that of the 
firm also move in the direction of bolstering produc- 
tivity growth.” 
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Greater stability in output growth has paved the way 
for a labour market with rising labour force participa- 
tion rates, higher employment/population ratios, and 
lower unemployment rates. Indeed, both Canada’s 
participation rate and the employment/population 
ratio hit record high levels this year. Moreover, this 
rising employment/ population ratio has helped to 
boost our standard of living, and is a reflection of just 
how well the labour market is functioning. New- 
foundland has also seen its aggregate labour force 
participation rate and employment/population ratio 
rise to record levels, although they still remain below 
the national average. 


The current situation is in contrast to that of the late 
1980s and early 1990s, when Canada faced a number 
of economic challenges that required painful policy 
action and difficult adjustments. Among these, inflation 
had to be lowered and public sector deficits had to be 
tamed. I discussed the linkages between monetary 
and fiscal policy elsewhere.”» Overall, an extraordi- 
nary effort was made to get the macroeconomic 
framework—that is, both monetary and fiscal poli- 
cies—right, and we are now reaping the benefits of 
those efforts. 


To be sure, a number of other difficult policy choices 
have also contributed to better labour market per- 
formance, although it is difficult to isolate the specific 
contribution of each one of them. For example, there 
were reforms to labour market institutions, such as 
changes to the Unemployment Insurance program. 
Trade has also been opened up to improve the effi- 
ciency of markets, namely through the FTA and 
NAFTA. The main point here is that all of these poli- 
cies have worked in the same direction—towards 
improved labour market performance. 


Now let me turn to prospects for income growth.?! An 
important determinant of aggregate income growth is 
labour-productivity growth. On an economy-wide 
basis, productivity growth averaged about 1.4 per 
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(2003). 


EER 


40 BANK OF CANADA REVIEW ¢ WINTER 2003-2004 


cent between 1970 and 1997. It then picked up, accel- 
erating to 1.8 per cent, on average, between 1997 and 
2002. This is still well below that in the United States, 
but the acceleration is a promising sign. Indeed, 
increased investment in machinery and equipment as 
well as in communications technologies in the late 
1990s, combined with sound economic policies, will 
likely see productivity gains remain strong in the near 
and medium term. Furthermore, as I discussed earlier, 
the Bank of Canada plays an important role here by 
keeping inflation low, stable, and predictable, which is 
conducive to innovation, risk-taking, and invest- 
ment.” 


The Conduct of Monetary Policy 


But keeping inflation at the 2 per cent target is not an 
easy task. And there are times when inflation tempo- 
rarily moves away from the target because of unex- 
pected developments and shocks. Recent experience 
provides a case in point. 


In early 2003, inflation was well above the 2 per cent 
target, and short-term inflation expectations had 
edged up. Although inflation was being pushed up by 
special factors, such as sharply higher oil prices and 
auto insurance premiums, there were also signs that 
strong domestic demand was working to broaden 
price pressures. Since then, however, the economy has 
weakened more than expected, and core inflation has 
fallen to 1.8 per cent. And virtually all measures of 
inflation expectations have decreased. Although we at 
the Bank had expected core inflation to ease, several 
unforeseen developments have caused this to occur 
sooner, and to be more pronounced, than we projected 
last April. These have included a slightly faster easing 
in pressures from insurance premiums and price dis- 
counting in certain service industries because of SARS. 
As well, the U.S. dollar has fallen substantially, adding 
to the recent weakness in goods prices in Canada. The 
average value of the Canadian dollar in terms of the 
U.S. currency in recent months represents a sharp 
increase from 69 cents in April. 


Clearly, the appreciation of the Canadian dollar is an 
important factor that we at the Bank are considering 
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carefully as we evaluate the economic situation and 
the risks attached to our outlook. At the same time, we 
continue to assess other developments, notably a 
somewhat stronger-than-expected recovery in world 
demand. 


In this context, if it looked as though the appreciation 
of the Canadian dollar would more than offset the 
effects of stronger world demand, or that world 
demand was weakening, we would act to stimulate 
domestic demand with the intent of returning infla- 
tion to the 2 per cent target over the next 18 to 24 
months. Such action would take the form of lowering 
interest rates. As I said in my recent testimony before 
the Senate Banking, Trade and Commerce Committee, 
the Bank continues to assess the implications of all 
past developments—domestic and external—for out- 
put and inflation in Canada. 


This kind of analysis and the typically difficult assess- 
ment of future developments are what we at the Bank 
have to consider at each monetary policy decision 
date. 


Concluding Thoughts 


Let me now conclude. Changes in the conduct of mon- 
etary and fiscal policy, as well as increased emphasis 
on structural policies, have worked together to pro- 
duce a better-functioning labour market in Canada. 


The Bank’s particular contribution has been to anchor 
inflation expectations at the 2 per cent target. Because 
our monetary policy framework reduces uncertainty 
about inflation, it helps both firms and workers make 
better planning decisions. Thus, wage bargaining can 
be concluded by focusing on factors that are relevant 
to wage-setting, such as productivity growth, without 
the noise of variable inflation. This, in turn, leads to a 
more efficient bargaining process with lower transac- 
tions costs and less loss of output,” as well as toa 
more productive allocation of labour in the economy. 


This has contributed to an economic environment 
where there are rising employment/population ratios, 
higher participation rates, and lower unemployment 
rates. 
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Past Adjustments and Future Trends 
in the Canadian Economy 





Remarks by David Dodge 

Governor of the Bank of Canada 

to the London Chamber of Commerce 
London, Ontario 

& December 2003 


ood afternoon, ladies and gentlemen. I’m 
happy to have this opportunity to visit the 
Forest City and to finally honour your long- 
standing invitation to address you. 


When giving a speech near the end of a year, it is com- 
mon practice to look back over the past 12 months, 
consider what we have learned from the events and 
experiences of the year, and think a bit about what 
might lie ahead. I became Governor of the Bank of 
Canada in 2001 and, since that time, I have found 
myself saying at the end of each year, “Well, we won’t 
see another year like that again.” In 2001, we saw the 
bursting of the tech bubble and the 9/11 terrorist 
attacks in the United States. Last year, we had the fall- 
out from Enron and other examples of corporate mal- 
feasance, as well as the growing threat of war in the 
Middle East. And our currency dropped to an all-time 
low against the U.S. dollar. 


Not to be outdone, 2003 has also had more than its 
share of momentous events that had an impact on the 
Canadian economy. The list seems almost Biblical: 
war, pestilence, in the form of SARS and mad-cow dis- 
ease, fires, floods, a hurricane, and a power outage. 
This year also brought another type of shock to keep 
Canadians preoccupied, and that is the sharp rise of 
our currency in foreign exchange markets. The Cana- 
dian dollar has jumped from under 64 cents U.S. at the 
start of the year to over 76 cents at the end of last 
week—an unprecedented movement. 


The Bank of Canada has closely followed the econo- 
mic effects of all these events, including the rapid 
movement of the Canadian dollar. But to better under- 
stand what has happened in the economy over the 
past year or so, I will place my comments in the context 
of longer-term economic trends. 


The Adjustments of the 1990s 


Let me start by recalling the state of our economy as 
the 1990s began. Although inflation had come down 
from the very high levels seen in the early 1980s, it 
was still quite high by today’s standards. Several 
approaches had been tried to bring about an environ- 
ment of low, stable, and predictable inflation. These 
included wage and price controls and the targeting of 
the money supply. But none of these methods provided 
a suitable medium-term anchor for inflation expecta- 
tions. This made it difficult for individuals and busi- 
nesses to form long-range plans with any degree of 
certainty. On the fiscal side, the picture was pretty grim 
at the start of the 1990s and getting worse. Public sector 
deficits would eventually peak at around 8 per cent of 
Canada’s GDP, and public debt levels were continuing 
to mount. Clearly, the situation was not sustainable. 
Adjustments were urgently needed. 


The first of these adjustments came in 1991, when the 
Bank and the Government of Canada agreed to adopt 
a series of explicit inflation-control targets. The agree- 
ment called for an inflation target—defined in terms 
of the annual rate of increase of the consumer price 
index—that descended gradually to 2 per cent, the 
midpoint of a 1 to 3 per cent range. That initial agree- 
ment has been extended three times, with the latest 
agreement covering the period to the end of 2006. In 
each case, the midpoint of the inflation-control target 
range has been kept at 2 per cent. 
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This framework has worked well—better than might 
have been expected. By January 1992, inflation was 
already close to 2 per cent, and from the end of 1994 to 
today, inflation has averaged almost exactly 2 per cent. 
Moreover, not only has inflation fallen, it has become 
more stable. Indeed, the trend of inflation—as measured 
by what we call core inflation—has stayed within the 
target range almost continuously for the past 10 years. 


Just as importantly, we found that, after a few years 
of inflation targeting, the inflation expectations of 
Canadians fell into line with the 2 per cent target. And 
expectations have remained close to the target in 
recent years. 


The point of all this is that we have been successful in 
using monetary policy to create an economic environ- 
ment of low, stable, and predictable inflation. With a 
credible monetary policy, the whole nature of the 
inflation process has changed. Inflation itself has 
become more stable and, in turn, this has led to a more 
stable and better-functioning economy. 


We have been successful in using 
monetary policy to create an 
economic environment of low, stable, 
and predictable inflation. 


The second big adjustment began in earnest around 
the middle of the 1990s. As I said before, at that time, 
Canada was facing an unsustainable fiscal situation. 
Compounding this immediate fiscal problem were the 
looming challenges posed by our aging population. 
Spending had to be put on a viable long-term course, 
and the ratio of public debt to GDP on a steady down- 
ward track. 


By the middle of the decade, governments—federal 
and provincial—had begun to take the painful steps to 
balance their books and reduce their debt burdens. It 
did not take long for the benefits of those tough deci- 
sions to materialize. In most jurisdictions, the vicious 
circle of rising deficits and debts became a virtuous 
circle of balanced budgets and falling debt burdens. 
This fiscal adjustment helped Canada’s economic policy 
credibility and reduced the risk premium that inves- 
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tors demanded on Canadian government bonds. 
Not only did lower interest rates reduce debt-servic- 
ing costs, they stimulated economic growth, which 
brought in more revenues for governments. 


The federal government recently announced a sixth 
consecutive surplus in its budget. Our public pension 
plans are once again on a sound footing. The federal 
debt-to-GDP ratio has fallen to about 44 per cent, from 
close to 70 per cent at its peak. The ratio of total gov- 
ernment liabilities to GDP has declined from a peak of 
about 100 per cent to about 80 per cent, according to 
the OECD. And Canada’s Triple-A credit rating has 
been restored. 


I don’t mean to suggest that inflation targeting and fis- 
cal adjustments were the only factors behind Canada’s 
overall improved economic performance. Of equal 
importance was the difficult restructuring that had to 
be done in the wake of free-trade agreements in the 
1990s. Businesses and employees made some difficult 
adjustments. None of this was easy, but it did leave 
Canada’s economy in a better position to grow sus- 
tainably and to handle economic shocks. Our econo- 
mic record over the past few years, even in the face of 
all the events I have mentioned, is testament to that. 


Now, let me talk about the role of the Canadian dollar 
in this long adjustment process. On a day-to-day 
basis, there are a number of factors that can drive 
movements in the value of the Canadian dollar in for- 
eign exchange markets. But my intention is to stick to 
a discussion of long-term trends. From this perspec- 
tive, there were really two major factors at work on 
the currency in the 1990s. Governments were cutting 
spending to address their fiscal problems, and that led 
to a reduction in domestic demand. On top of this, 
commodity prices were down sharply in the second 
half of the decade. Historically, there has been a fairly 
strong correlation between the prices of non-energy 
commodities and the external value of the Canadian 
dollar. 


In the face of these two factors, Canada’s floating 
exchange rate did its job as a “shock absorber” for the 
economy. How? Given the tight fiscal policy of the 
time, the lower dollar—in the context of an easing in 
monetary policy—played an appropriate role in 
encouraging foreign demand for Canadian products 
at a time when domestic demand was weak. 


Further, while the lower currency cushioned the shock 
of falling commodity prices on resource producers, it 
also boosted the profitability of other sectors that were 


able to expand in the wake of free trade agreements 
and strong foreign demand. This helped to facilitate 
the transfer of resources within the economy from sec- 
tors that were shrinking to those that were growing. 


The depreciating Canadian dollar of the 1990s also 
changed the relative price of labour and capital. At the 
time, there was a fair bit of excess labour in the econ- 
omy, because of the structural adjustments that were 
taking place. The lower dollar raised the cost of 
machinery and equipment relative to labour. And that 
made it easier for some of the labour that was released 
by the shrinking sectors of the economy to be absorbed 
by those that were growing. 


Future Trends in the Economy 


That’s a quick look back at the 1990s. So what can we 
expect in the future? What are the major issues that we 
will have to grapple with in the coming decades? 
What adjustments will be needed? 


I don’t have a crystal ball, but a couple of issues seem 
fairly clear to me. As I already mentioned, the first 
important issue is demographics. The Canadian econ- 
omy must prepare for the retirement of the baby 
boomers. Under current projections, Canada’s work- 
ing-age population—those 15 to 64 years of age—will 
start to decline in about 15 years. 


We need to continue to lower our 
ratio of public debt to GDP. This will 
help to ensure that Canada will be 
able to support its growing elderly 
population. 


Given this demographic outlook, there are two points 
to be made. The first is that we need to continue to 
lower our ratio of public debt to GDP. This will help to 
ensure that Canada will be able to support its growing 
elderly population. 


The second point is that we will need to make adjust- 
ments to help us deal with a labour force that will 
soon be shrinking in relative terms and, ultimately, in 
absolute terms as well. What kinds of adjustments? 
We will need to make sure that the older segment of 
the working-age population is not discouraged from 
participating in the labour force. But more importantly, 


we need to raise productivity if Canadians are to con- 
tinue to enjoy rising incomes. 

It will not be easy to get those productivity gains. We 
will need to see greater investment in new, improved 
machinery and equipment. We will need to see more 
and better application of information and communica- 
tions technology. We will need to ensure that our 
workers have the skills and receive the training they 
require to take advantage of productivity-enhancing 
technology. And we will need to improve business 
organization and practices, to fully exploit the poten- 
tial of new technologies, and to minimize any barriers 
to their application in the workplace. 


Raising productivity will also require a major effort to 
ensure that our microeconomic policies facilitate inno- 
vation and higher productivity in both the private and 
public sectors in Canada. 


In thinking about our macroeconomic policies, we can’t 
assume that all the shocks are behind us. We have 
seen the buildup of economic imbalances recently, 
with large current account surpluses in Asia and a 
large current account deficit in the United States. And 
fiscal imbalances are growing in Europe and the 
United States. 


So how can the Bank of Canada help to prepare for the 
challenges ahead? Most importantly, we must stick 
with the monetary policy framework that we built in 
the 1990s. That means keeping our commitment to 
low, stable, and predictable inflation. And it means 
that our floating exchange rate will continue to be an 
important part of our monetary policy framework. 
This framework will continue to help the economy 
adjust to changing economic circumstances, both at 
home and abroad. 


Having a floating exchange rate to 
facilitate economic adjustments is by 
far the best option for the Canadian 
economy. 


Of course, exchange rates don’t always move as 
smoothly as desired or expected. Still, let me repeat 
what I have said many times before: having a floating 
exchange rate to facilitate economic adjustments is by 
far the best option for the Canadian economy. 
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Recent Economic Developments 


Let me now turn to the current economic situation, 
starting with the outlook for inflation. As we noted in 
our October Monetary Policy Report, we expect that 
Canada’s inflation rate will fall over the next few 
months. The core rate of inflation—a measure that 
removes the eight most volatile components of the 
consumer price index—will likely move down close to 
the bottom of our 1 to 3 per cent inflation-control 
range early next year, before starting to move back up 
towards 2 per cent. 


On the Bank’s latest fixed announcement date last 
week, we decided to leave our key policy rate 
unchanged. In doing so, we noted a few develop- 
ments that have altered our outlook since we pub- 
lished the Monetary Policy Report. Let me review some 
of them. 


At the end of November, Statistics Canada released its 
national accounts data for the third quarter. These 
data showed that Canada’s economy had grown at an 
annualized rate of just 1.1 per cent in the third quarter, 
a rate that was well below expectations. What’s more, 
there were downward revisions to growth in previous 
quarters. This meant that, at the end of the third quar- 
ter, there was more excess capacity in the Canadian 
economy than we had anticipated. 


In the Monetary Policy Report, we said that we ex- 
pected the economy to close its output gap and return 
to its level of full capacity by early 2005. Closing the 
output gap over that period would be consistent with 
inflation returning to the 2 per cent target by mid- 
2005. But because we now know that the output gap is 
larger than we had expected in October, we also know 
that the economy will have to grow at a faster rate 
during the fourth quarter and through 2004 to close 
that output gap by early 2005. 


While growth earlier this year was disappointing, we 
are now seeing a number of encouraging signs sug- 
gesting that stronger growth will resume, beginning 
in the current quarter. I will mention three of those 
signs. First, while the overall growth rate in the third 
quarter was just 1.1 per cent, it should be noted that 
this figure was depressed because businesses met 
demand in large part from inventories. Final domestic 
demand grew quite strongly by close to 6 per cent— 
thanks to healthy household spending and rising 
business investment. This investment bodes well for 
higher future production. And, with continuing 


employment growth, we expect household spending 
to remain robust. 


Second, the reduction in inventory investment is proba- 
bly over. While this adjustment depressed growth in the 
third quarter, it should not do so in the fourth quar- 
ter. In fact, the completion of the inventory correction 
should contribute to growth in the fourth quarter. 


Third, Canada’s export sector should receive a boost 
from rising foreign demand, in particular, from the 
United States. Remember that the U.S. economy grew 
at an annualized rate of about 8 per cent in the third 
quarter, and Canadian exporters should see some ben- 
efit from this and from the continuing strong growth 
expected in the U.S. economy over the months ahead. 
Rising non-energy commodity prices should also be a 
boost to the economy. 


All told, the Canadian economy should be poised for 
solid growth ahead, beginning in the fourth quarter. 
We would expect economic growth in this quarter to 
be well above 4 per cent on an annualized basis. 


However—and let me stress this—the effect of the 
recent sharp appreciation of the Canadian dollar is a 
major uncertainty at this time. It is not clear to what 
extent the increase in foreign demand I have just men- 
tioned will be offset by the effects of a stronger cur- 
rency. Nor can we be sure that there is enough 
monetary stimulus in the economy to support the 
increases in household spending and business invest- 
ment that would be required to return the economy to 
full capacity by early 2005. 


The effect of the recent sharp 
appreciation of the Canadian dollar is 
a major uncertainty at this time. 


Some important economic data are expected between 
now and our next fixed announcement date, on 

20 January. These should give us a better sense of how 
Canada’s export sector is doing, and how household 
spending went over the holiday season. We will be 
closely watching all the data ahead for evidence that 
the economy is growing at a rate solidly above the 
growth of potential. 


EEE 
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Conclusion 


This past year, like the two years before it, was full of 
“interesting” economic challenges for Canada and the 
world. It is tempting to hope that next year will be some- 
what less “interesting” and bring fewer challenges. 
But regardless of what next year brings, what is critical 
is that we keep our eyes on the longer-term horizon 
and focus on the challenges ahead. These challenges 


include adapting to shifting demographics, raising 
productivity, and getting our microeconomic policy 
framework right. At the Bank of Canada, we remain 
committed to the sound monetary policy framework 
that will help us rise to tomorrow’s challenges. And 
that’s good news for all of us, no matter what the com- 
ing years may bring. 
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For further information, including subscription prices, 
contact Publications Distribution, Communications 
Department, Bank of Canada, Ottawa, K1A 0G9 
(Telephone: 613-782-8248). 


Annual Report (published in March each year)* 


Monetary Policy Report (published semi-annually)* 


Monetary Policy Report Update (published in January 
and July)* 


Financial Systems Review (published in June and 
December)* 


Bank of Canada Review (published quarterly, see page 2 
for subscription information)* 


Speeches and Statements by the Governor* 


Bank of Canada Banking and Financial Statistics 
(published monthly, see page 2 for subscription 
information) 


Weekly Financial Statistics (published each Friday,* 
available by mail through subscription) 


Renewal of the Inflation-Control Target: Background 
Information” 


The Thiessen Lectures* 


A History of the Canadian Dollar* 
James Powell (published October 1999, available at 
Can$4 plus GST and PST, where applicable) 


The Transmission of Monetary Policy in Canada* 
(published in 1996, available at Can$20 plus GST and PST, 
where applicable) 


Bilingualism at the Bank of Canada (published annually)* 


Bank of Canada Publications, 2003* 

A collection of short abstracts of articles and research papers 
published in 2003. Includes a listing of work by Bank 
economists published in outside journals and proceedings. 


Planning an Evolution: The Story of the Canadian 
Payments Association, 1980—2002* 
James F. Dingle (published June 2003) 


* These publications are available on the Bank’s Web site, 
www.bankofcanada.ca 


Conference Proceedings 


Economic Behaviour and Policy Choice under Price 
Stability, October 1993 


Credit, Interest Rate Spreads and the Monetary Policy 
Transmission Mechanism, November 1994 


Money Markets and Central Bank Operations, November 
1995 


Exchange Rates and Monetary Policy, October 1996 


Price Stability, Inflation Targets, and Monetary Policy, 
May 1997* 


Information in Financial Asset Prices, May 1998* 


Money, Monetary Policy, and Transmission Mechanisms, 
November 1999* 


Price Stability and the Long-Run Target for Monetary Policy, 
June 2000* 


Revisiting the Case for Flexible Exchange Rates, November 
2000* 


Financial Market Structure and Dynamics, November 2001* 


Conference volumes are available at Can$15 plus GST and PST, 
where applicable. 


Technical Reports and Working Papers 


Technical Reports and Working Papers are usually 
published in the original language only, with an abstract 

in both official languages. Single copies may be obtained 
without charge from: Publications Distribution, 
Communications Department, Bank of Canada, Ottawa, 
Ontario, KIA 0G9. 

Technical Reports dating back to 1982 are available on the 
Bank’s Web site, as are Working Papers back to 1994. Consult 
the April 1988 issue of the Bank of Canada Review for a list of 
Technical Reports and Staff Research Studies published 
prior to 1982. 
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Technical Reports* 


2000 
88 International Financial Crises and Flexible Exchange 
Rates: Some Policy Lessons from Canada 
(J. Murray, M. Zelmer, and Z. Antia) 
2001 
89 Core Inflation 
(S. Hogan, M. Johnson, and T. Lafléche) 
2002 
90 Dollarization in Canada: The Buck Stops There 
J. Murray and J. Powell) 
91 The Financial Services Sector: 
An Update on Recent Developments 
(C. Freedman and C. Goodlet) 
92 The Performance and Robustness of Simple Monetary 
Policy Rules in Models of the Canadian Economy 
(D. Cété, J. Kuszezak, J.-P. Lam, Y. Liu, and P. St-Amant) 
2003 
93 Money in the Bank (of Canada) 
(D. Longworth) 
94 A Comparison of Twelve Macroeconomic Models of the 
Canadian Economy 
(D. Cété, J. Kuszczak, J.-P. Lam, Y. Liu, and P. St-Amant) 
95 Essays on Financial Stability 
J. Chant, A. Lai, M. Illing, and F. Daniel) 


Working Papers* 


2003 

1 Banking Crises and Contagion: Empirical Evidence 
(E. Santor) 

2 Managing Operational Risk in Payment, Clearing, and 
Settlement Systems 
(K. McPhail) 

3 Modélisation et prévision du taux de change réel 
effectif américain 
(R. Lalonde and P. Sabourin) 

4 Are Distorted Beliefs Too Good to Be True? 
(M. Misina) 

5 Shift Contagion in Asset Markets 
(T. Gravelle, M. Kichian, and J. Morley) 

6 Valuation of Canadian- vs. U.S.-Listed Equity: Is 
There a Discount? 
(M.R. King and D. Segal) 

7 Testing the Stability of the Canadian Phillips Curve 
Using Exact Methods 
(L. Khalaf and M. Kichian) 

8 Comparing Alternative Output-Gap Estimators: 
A Monte Carlo Approach 
(A. Rennison) 

9 Bank Lending, Credit Shocks, and the Transmission of 
Canadian Monetary Policy 
(J. Atta-Mensah and A. Dib) 


10 A Stochastic Simulation Framework for the Government 


of Canada’s Debt Strategy 
(D. J. Bolder) 


* These publications are available on the Bank’s Web site, 
www.bankofcanada.ca 
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Collateral and Credit Supply 

(J. Atta-Mensah) 

The Macroeconomic Effects of Military Buildups in a 
New Neoclassical Synthesis Framework 

(A. Paquet, L. Phaneuf, and N. Rebei) 

Un modele « PAC » d’analyse et de prévision des 
dépenses des ménages américains 

(M.-A. Gosselin and R. Lalonde) 

An Index of Financial Stress for Canada 

(M. Illing and Y. Liu) 

The Syndicated Loan Market: Developments in the 
North American Context 

(J. Armstrong) 

Some Notes on Monetary Policy Rules with Uncertainty 
(G. Srour) 

Explaining and Forecasting Inflation in Emerging 
Markets: The Case of Mexico 

(J. Bailliu, D. Garcés, M. Kruger, and M. Messmacher) 
Technological Change and the Education Premium in 
Canada: Sectoral Evidence 

(J. Fares and T. Yuen ) 

A Small Dynamic Hybrid Model for the Euro Area 
(R. Djoudad and C. Gauthier) 

The U.S. Stock Market and Fundamentals: 

A Historical Decomposition 

(D. Dupuis and D. Tessier) 

Dynamic Factor Analysis for Measuring Money 

(P.D. Gilbert and L. Pichette) 

The Construction of Continuity-Adjusted Monetary 
Aggregate Components 

(J. Kottaras) 

What Does the Risk-Appetite Index Measure? 

(M. Misina) 

Forecasting and Analyzing World Commodity Prices 
(R. Lalonde, Z. Zhu, and F. Demers) 

Income Trusts—Understanding the Issues 

(M.R. King) 

Measuring Interest Rate Expectations in Canada 

(G. Johnson) 

Monetary Policy in Estimated Models of Small Open and 
Closed Economies 

(A. Dib) 

An Empirical Analysis of Liquidity and Order Flow in 
the Brokered Interdealer Market for Government of 
Canada Bonds 

(C. D’Souza, C. Gaa, and J. Yang) 

Nominal Rigidities and Exchange Rate Pass-Through 
in a Structural Model of a Small Open Economy 

(S. Ambler, A. Dib, and N. Rebei) 

Are Wealth Effects Important for Canada? 

(L. Pichette and D. Tremblay) 

A Simple Test of Simple Rules: Can They Improve How 
Monetary Policy is Implemented with Inflation Targets? 
(N. Rowe and D. Tulk) 

The Canadian Phillips Curve and Regime Shifting 

(F. Demers) 

Do Peer Group Members Outperform Individual 
Borrowers? A Test of Peer Group Lending Using 
Canadian Micro-Credit Data 

(R. Gomez and E. Santor) 
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40 
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42 


43 


44 


Governance and Financial Fragility: Evidence from 

a Cross-Section of Countries 

(M. Francis) 

Real Exchange Rate Persistence in Dynamic General- 
Equilibrium Sticky-Price Models: An Analytical 
Characterization 

(H. Bouakez) 

Excess Collateral in the LVTS: How Much is Too Much? 
(K.McPhail and A. Vakos) 

Financial Constraints and Investment: Assessing the 
Impact of a World Bank Loan Program on Small and 
Medium-Sized Enterprises in Sri Lanka 

(V. Aivazian, D. Mazumdar, and E. Santor) 

Simple Monetary Policy Rules in an Open-Economy, 
Limtied-Participation Model 

(S. Hendry W.-M. Ho, and K. Moran) 

Alternative Targeting Regimes, Transmission Lags, and 
the Exchange Rate Channel 

(J.-P. Lam) 

Poignée de main invisible et persistance des cycles 
économiques : une revue de la littérature 

(C. Calmés) 

Anatomy of a Twin Crisis 

(R. H. Solomon) 
A Strunctual VAR Approach to the Intertemporal Model 
of the Current Account 

(T. Kano) 

Why Does Private Consumption Rise After a 
Government Spending Shock? 

(H. Bouakez and N. Rebei) 

Common Trends and Common Cycles in Canadian 
Sectorial Output 

(F. Barillas and C. Schleicher) 


2004 


i) 


The Effect of Adjustment Costs and Organizational 
Change on Productivity in Canada: Evidence from 
Aggregate Data 

(D. Leung) 

Exact Tests of Equal Forecast Accuracy with an 
Appplication to the Term Structure of Interest Rates 
(R. Luger) 


* These publications are available on the Bank’s Web site, 


www.bankofcanada.ca 
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Notes to the Tables 





Symbols used in the tables 
R_ Revised 


- Value is zero or rounded to zero. 


Note: 


Blank spaces in columns indicate that data are either not available 
or not applicable. 

A horizontal rule in the body of the table indicates either a break in 
the series or that the earlier figures are available only at a more 
aggregated level. 


Al 


(1) In February 1991, the federal government and the 
Bank of Canada jointly announced a series of targets 
for reducing inflation to the midpoint of a range of 
1 to 3 per cent by the end of 1995. In December 1993, 
this target range was extended to the end of 1998. In 
February 1998, it was extended again to the end of 


2001. In May 2001, it was extended to the end of 2006. 


(2-3) Year-to-year percentage change in consumer price 
index (Table H8). The core CPI is the CPI excluding 
the eight most volatile components: fruit, vegetables, 
gasoline, fuel oil, natural gas, intercity transportation, 
tobacco, and mortgage-interest costs, as well as the 
effect of changes in indirect taxes on the other CPI 
components 

(4-5) The operating band is the Bank of Canada’s 50-basis- 
point target range for the average overnight rate 
paid by investment dealers to finance their money 
market inventory. 

(6) The overnight money market financing rate is an 
estimate compiled by the Bank of Canada. This 
measure includes funding of the major money 
market dealers through general collateral buyback 
arrangements (repo) including special purchase and 
resale agreements with the Bank of Canada and 
funding through call loans and swapped foreign 
exchange funds. Prior to 1996, data exclude all repo 
activity with the exception of those arranged directly 
with the Bank of Canada. These latter have been 
included in the calculation since 1995. 

(7) The monetary conditions index is a weighted sum of 
the changes in the 90-day commercial paper rate and 
the C-6 trade-weighted exchange rate (see technical 


note in the Winter 1998-1999 issue of the Bank of 
Canada Review, pages 125 and 126). The index is 
calculated as the change in the interest rate plus one- 
third of the percentage change in the exchange rate. 
The Bank does not try to maintain a precise MCI 
level in the short run. See Monetary Policy Report, 
May 1995, p.14. 

(8) 90-day commercial paper rate. The rate shown is the 
Bank of Canada’s estimate of operative market 
trading levels on the date indicated for major 
borrowers’ paper. 

(9) The C-6 exchange rate is an index of the weighted- 
average foreign exchange value of the Canadian 
dollar against major foreign currencies. (See 
technical note in the Winter 1998-1999 issue of the 
Bank of Canada Review, pages 125 and 126.) Weights 
for each country are derived from Canadian 
merchandise trade flows with other countries over 
the three years from 1994 through 1996. The index 
has been based to 1992 (i.e., C-6 = 100 in 1992). The 
C-6 index broadens the coverage of the old G-10 
index to include all the countries in the EMU. 

(10) Gross M1: Currency outside banks plus personal 
chequing accounts plus current accounts plus 
adjustments to M1 described in the notes to Table E1 
(Bank of Canada Banking and Financial Statistics). 

(11) M1++: M1+ plus non-chequable notice deposits held 
at chartered banks plus all non-chequable deposits 
at trust and mortgage loan companies, credit unions, 
and caisses populaires less interbank non-chequable 
notice deposits plus continuity adjustments. 

(12) M2++: M2+ plus Canada Savings Bonds plus 
cumulative net contributions to mutual funds other 
than Canadian-dollar money market mutual funds 
(which are already included in M2+). 

(13) Yield spreads between conventional and Real Return 
Bonds are based on actual mid-market closing yields 
of the selected long-term bond issue. At times, some 
of the change in the yield that occurs over a 
reporting period may reflect switching to a more 
current issue. Yields for Real Return Bonds are mid- 
market closing yields for the last Wednesday of the 
month and are for the 4.25% bond maturing 
1 December 2026. Prior to 7 December 1995, the 
benchmark bond was 4.25% maturing 1 December 
2021. 
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(14-15) CPI excluding food, energy, and the effect of changes 
in indirect taxes. CPIW adjusts each of the CPI basket 
weights by a factor that is inversely proportional to 
the component’s variability. For more details, see 
“Statistical measures of the trend rate of inflation.” 
Bank of Canada Review, Autumn 1997, 29-47 

(16) Unit labour costs are defined as aggregate labour 
income per unit of output (real GDP at basic prices). 

(17) IPPI: Industrial product price index for finished 
products comprises the prices of finished goods that 
are most commonly used for immediate 
consumption or for capital investment. 

(18) Data for average hourly earnings of permanent 
workers are from Statistics Canada’s Labour Force 
Information (Catalogue 71-001). 


A2 


The majority of data in this table are based on, or derived from, 
series published in statistical tables in the Bank of Canada 
Banking and Financial Statistics. For each column in Table A2, a 
more detailed description is given below, as well as the source 
table in the Banking and Financial Statistics, where relevant. 


(1) Gross M1: Currency outside banks plus personal 
chequing accounts plus current accounts plus 


adjustments to M1 described in the notes to Table E1. 


(2) M1+: Gross M1 plus chequable notice deposits held 
at chartered banks plus all chequable deposits at 
trust and mortgage loan companies, credit unions, 
and caisses populaires (excluding deposits of these 
institutions) plus continuity adjustments. 

(3) M1++: M1+ plus non-chequable notice deposits held 

at chartered banks plus all non-chequable despoits 

at trust and mortgage loan companies, credit unions, 
and caisses populaires less interbank non-chequable 
notice deposits plus continuity adjustments. 

M2+: M2 plus deposits at trust and mortgage loan 

companies and government savings institutions, 

deposits and shares at credit unions and caisses 
populaires, and life insurance company individual 
annuities and money market mutual funds plus 
adjustments to M2+ described in notes to Table E1. 
(5) M2++: M2+ plus Canada Savings Bonds plus 
cumulative net contributions to mutual funds other 
than Canadian-dollar money market mutual funds 
(which are already included in M2+). 

6) Short-term business credit (Table E2) 

7) Total business credit (Table E2) 

8) Consumer credit (Table E2) 

9) 

0) 

1 


S 


Residential mortgage credit (Table E2) 
Gross domestic product in current prices (Table H1) 
) Gross domestic product in chained 1997 dollars 
(Table H2) 
(12) Gross domestic product by industry (Table H4) 


( 


( 
( 
( 
( 
1 
(1 


(13) Civilian employment as per labour force survey 
(Table H5) 

(14) Unemployment as a percentage of the labour force 
(Table H5) 

(15-16) Data for capacity utilization rates are obtained from 
the Statistics Canada quarterly publication Industrial 
Capacity Utilization Rates in Canada (Catalogue 31-003), 
which provides an overview of the methodology. Non- 
farm goods-producing industries include logging and 
forestry; mines, quarries and oil wells; manufacturing; 
electric power and gas utilities; and construction. 

(17) Consumer price index (Table H8) 

(18) Consumer price index excluding the eight most volatile 
components: fruit, vegetables, gasoline, fuel oil, 
natural gas, intercity transportation, tobacco, and 
mortgage-interest costs, as well as the effect of 
changes in indirect taxes on the other CPI components. 
(Table H8) 

(19) Gross domestic product chain price index (Table H3) 

(20) Unit labour costs are defined as aggregate labour 
income per unit of output (real GDP at basic prices). 

(21-22) The data on wage settlements are published by 
Human Resources Development Canada and 
represent the effective annual increase in base wage 
rates for newly negotiated settlements. These data 
cover bargaining units with 500 or more employees. 
Contracts both with and without cost-of-living- 
allowance clauses are included. 

(23-24) Bank of Canada commodity price indexes: Total and 
total excluding energy (Table H9) 

(25) Treasury bills are mid-market rates for typical quotes 
on the Wednesday shown. 

(26-27) Selected Government of Canada benchmark bond yields 
are based on actual mid-market closing yields of 
selected Canada bond issues that mature 
approximately in the indicated term areas. At times, 
some of the change in the yield occurring over a 
reporting period may reflect a switch to a more 
current issue. Yields for Real Return Bonds are mid- 
market closing yields for the last Wednesday of the 
month and are for the 4.25% bond maturing 
1 December 2026. Prior to 7 December 1995, the 
benchmark bond was 4.25% maturing 1 December 
2021. 

(28-29) The data on the government surplus or deficit on a 
national accounts basis are taken from Statistics 
Canada’s National Income and Expenditure Accounts 
(Catalogue 13-001), where the government surplus 
or deficit is referred to as “net lending.” 

(30) Merchandise trade balance, balance of payments 
basis (Table J1) 

(31) Current account balance, balance of payments basis 
(Table J1) 

(32) U.S. dollar in Canadian dollars, average noon spot 
rate (Table I1) 
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Année, Excédent ou déficit (-) des Balance des paiements Cours 
trimestre administrations publiques sur (en pourcentage du PIB) moyen au 
ou la base des comptes nationaux comptant 
mois (en pourcentage du PIB) Solde de Solde de du dollar 
la balance la balance E.-U. en 
Gouvernement Ensemble des commerciale courante dollars 
du Canada administrations canadiens 
publiques a midi 
(28) (29) (30) G1) (32) 
1991 -5.4 -8.4 1.0 -3.7 1.1458 
1992 -5.1 -9.1 1.3 -3.6 1.2083 
1993 -5.5 -8.7 1.8 -3.9 1.2898 
1994 -4.6 -6.7 2.6 -2.3 1.3659 
1995 -3.9 -5.3 4.4 -0.8 1.3726 
1996 -2.0 -2.8 aut 05 1.3636 
1997 0.7 0.2 2.9 -1.3 1.3844 
1998 0.8 0.1 2.6 -1.2 1.4831 
1999 0.9 1.6 4.3 0.3 1.4858 
2000 1.8 3.0 6.3 29 1.4852 
2001 12 1.4 6.4 2.4 1.5484 
2002 1.0 0.8 5.0 2.0 1.5704 
2003 1.4015 
Taux annuels 1999 IV 1.8 Ain 44 0.5 1.4726 
2000 I 1.8 2D 5.6 2.6 1.4538 
I ile) Be 6.0 2.6 1.4808 
Il Pay) B25 6.4 pug) 1.4822 
IV IES Syl Wee? 38 1.5258 
2001 I 1.6 2.4 8.2 4.3 1.5280 
I 1.8 pie) 6.9 BaD 1.5409 
Il ila 0.9 353) itt 1.5453 
IV 0.2 - 2h) 1.0 1.5803 
2002 I 0.5 0.4 5:9 2.4 1.5946 
Ul 0.9 0.5 5.0 Papp) 1.5549 
Ul i 0.8 5.0 1.8 1.5628 
IV eS 1.4 4.6 ay 1.5698 
2003 I 1.1 Iles} 5:3 28 1.5102 
I -0.3 0.7 4.6 ila 1.3984 
Il 1.0 1.0 Sul 2.4 3799 
IV 1.3160 
Trois derniers mois 1.3160 
Taux mensuels 2002 D 1.5593 
2003 1.5410 


1.5124 
1.4759 
1.4585 
1.3845 
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Prix et cofits Accords salariaux Indice des prix des Moyenne des cours acheteur Année, 
produits de base et vendeur des titres trimestre 
Taux d’utilisation des capacités IPC Indice _ Indice Coiits Secteur Secteur établi par la Banque ou 
de de prix unitaires public privé du Canada (données Bons Obligations Obligations a mois 
Ensemble des Industries réfé- enchaine de non désaisonnalisées) du de référence rendement réel 
industries manu- rence* du PIB main- Trésor a10ans du a 30 ans du 
productrices de facturiéres d’ceuvre Total Produits de base a gouvernement gouvernement 
biens non agricoles non énergétiques 3 mois canadien canadien 
(15) (16) (17) (18) (19) (20) (21) (22) (23) (24) (25) (26) (27) 
78.3 74.2 5.6 2.8 aS) 3.4 4.3 -11.2 -11.8 7.43 8.32 4.45 1991 
78.2 76.4 15 1.8 es 2.0 2.6 -0.3 0.6 7.01 7.86 4.62 1992 
80.0 79.9 1.8 2.1 1.4 0.6 0.8 0.5 3.0 3.87 6.57 3.78 1993 
82.4 83.5 0.2 1.8 1.1 - 12 33 Tes 7.14 9.07 4.92 1994 
81.6 83.9 Dp) 2S 23 0.7 1.4 8.3 HII 5.54 TAL 4.42 1995 
81.2 82.8 1.6 ile 1.6 0.5 1.8 3.8 -1.2 2.85 6.37 4.09 1996 
82.5 83.6 1.6 1.9 2, ie 1.9 -3.7 -4.3 3.99 5.61 4.14 1997 
83.3 84.3 0.9 1.3 -0.5 1.0 1.6 lie -15.3 -12.6 4.66 4.89 4.11 1998 
84.4 85.9 iff 1.4 7 0.1 ee 23 6.7 1.5 4.85 6.18 4.01 1999 
84.9 86.1 Dell 3) 4.0 3.0 2S 2.4 18.4 3.5 5.49 SES) 3.42 2000 
82.3 81.9 2.6 2a ihe 2a 3.8) 3.0 -5.2 -6.9 23) 5.44 3.76 2001 
82.5 83.6 22, 23 0.9 1.4 Zo 2.6 -5.9 -6.6 2.63 4.88 a55 2002 
20.1 8.8 2.57 4.66 219 2003 
85.4 86.6 2.4 0.9 LP 1e3 2.3 3.8 14.5 1.4 4.85 6.18 4.01 1999 IV 
85.2 86.1 2.8 0.6 Dee 3.6 2.4 3.0 30.1 20.0 5.27 6.03 3.80 2000 I 
84.7 85.6 Ika ies: 6.3 8.5 Ds Ped 4.7 -4.9 3.53 5.93 SH Il 
84.8 86.2 4.0 1.8 sil 0.8 2.6 Ne) 5.8 -17.6 5.56 SJ) 3.60 Il 
84.9 86.3 4.2 2D) 23} 2.6 Sell 73} 17.0 -7.6 5.49 2:35 3.42 IV 
83.5 83.6 1.4 t-9f 3.4 4.1 3.9 PRS 11.6 -5.5 4.58 5.41 3.45 2001 I 
83.4 83.0 4.7 2.9 -0.4 0.4 3.0 3.0 -16.0 23.0 4.30 S216 3298 II 
81.6 81.0 0.3 2.1 -4.4 2.8 Sed Shy -38.1 -22.2 3.05 S32 3.68 Il 
80.6 79.8 -1.8 0.7 -5.2 1 3.0 2.4 -41.3 -30.8 1.95 5.44 3270 IV 
81.5 81.9 3.4 23) Syl (leit Shull Pasil 1S'9 123 2.30 5.79 3.68 2002 I 
82.5 83.6 3.6 3.0 6.6 -0.9 Dol, 2.5 40.0 -1.8 2.70 eo, 3.42 I 
83.1 84.6 4.3 2.8 D8: PX) S22 2.4 2.8 -1.5 2.83 4.92 BiZS Il 
82.7 84.1 4.0 253) 4.5 4.7 35) 35) 20.4 -4.0 2.63 4.88 S33 IV 
82.7 83.9 Shi 4.1 WS, 0.7 29 2.4 82.0 14.1 3.14 513 3.08 2003 I 
81.3 82.5 -2.4  — -0.7 -2.1 1.2 32 0.7 -17.4 14.8 3.07 4.37 299 II 
81.2 82.2 1.5 1.0 33 1.1 Si3) 2.4 0.6 20.8 2.58 4.64 3.08 Ill 
17.6 19.5 ZO, 4.66 2.79 IV 
2.1 3.0 1.1 17.6 19.5 257, 4.66 2.79 
-0.1 -0.2 0.2 6.7 0.8 2.63 4.88 3:33 2002 D 
1 0.8 -0.1 6.1 0.8 2.83 5.02 3.22 2003 J 
0.4 0.2 - 1355 3.4 2.88 4.93 3.06 F 
-0.1 - - -8.4 -0.4 3.14 Sle) 3.08 M 
-0.7— -0.5 0.3 -6.1 0.5 3.19 4.90 3.13 A 
-0.1 0.4 - 3.3 1.8 3.16 4.50 3.00 M 
0.1 -0.1 0.1 3.2 2.6 3.07 4.37 2.99 J 
0.1 - - -3.4 -0.2 2.81 4.78 3:15 J 
0.3 0.1 0.5 1.6 jeep PRA EAI 4.96 3.15 A 
0.2 0.3 -0.6 -1.8 3.6 2.58 4.64 3.08 S 
- 0.3 1.1 -0.8 2.64 4.85 3.00 O 
0.3 0.4 it) De 2.67 4.79 2.91 N 
8.5 i py | 4.66 2.79 D 


* Indice de référence selon la nouvelle définition annoncée le 18 mai 2001 : IPC hors les huit composantes les plus volatiles, 4 savoir les fruits, les légumes, l’essence, le mazout, le gaz naturel, le transport interurbain, le tabac 
et les intéréts sur préts hypothécaires de méme que |’effet des modifications des imp6ts indirects sur les autres composantes de |’ IPC 
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A 1 Sommaire des variables clés relatives a la politique monétaire 




















Données Cible de maitrise Instrument de politique monétaire Conditions monétaires Agrégats monétaires —_Indicateurs de I’inflation 
mensuelles de l’inflation (taux de croissance = 
(taux sur Fourchette opération- Tauxdu = Indice des Taux Indice C-6 des sur 12 mois) Ecart de ren- IPC global IPCP Coats IPPI Gains 
12 mois) nelle pour le taux du _finance- conditions du papier taux de change dement entre hors alimen- unitaires (produits horaires 
financement aun jour ment monétaires com- pondérés M1 MI1++ M2++ les obligations tation, énergie de main- finis) moyens 
Four- IPC Indice (fin du mois) aunjour (janvier mercial en fonction brut classiques et effet des d’ceuvre des 
chette de ré- | 1987=0) a90 des échanges et a ren- modifications travailleurs 
cible férence Bas Haut jours commerciaux dement réel des impots permanents 
(1992 = 100) indirects 
() (2) @) (4) (5) (6) (7) (8) (9) (10) (11) (12) (13) (14) (15) (16) (17) (18) 
2000 J EEN, eh ail? 4.50 5.00 4.77 -5.09 225 84.87 EPs oye? ard) 2.25 ite! 1.5 1.0 0.7 eis 
F [Se ee slo 4.75 Sys) 4.97 -5.54 Sol 83.58 BAA TAG) 6.2 1.91 1.6 1.6 1.8 zal oo 
M 1-3 3.0 1.4 5.00 5.50 S55 -5.16 5.46 84.17 12.3 8.9 6.4 2.04 IES 1.7 1.3 Les 3.0 
A es} 2 salpil 5.00 5.50 5.26 -5.37 5.62 83.23 14.6 9.5 Tee 2.28 i if 2 PLP) 35] 
M 1-300 2.4 «Ld 5.50 6.00 5.75 -5.48 5.98 82.08 13.6 8.3 6.6 1.82 eS 1.4 1.4 92 Sys 
J =S 2,9 Sal 3 5.50 6.00 SoS -5.32 5.89 82.70 1520592 Ue 1.84 1.4 1.6 PAL a2 29 
J 1-37 93.0) 1.2 5.50 6.00 Si) -4.88 5.88 83.83 Gs 292 7.6 1.90 1.5 7) pa pis: 3.0 
A ES) = Pye Alle? 5.50 6.00 Ss) -5.05 5.90 83.34 16.0 8.6 Tel 1.84 15 1.6 33 23 3.4 
Ss [Sees ele) 5.50 6.00 5.74 -5.45 5.83 82.53 17.4 93 7.0 2.07 1.3 1.5 4.6 2.4 4.0 
O espe Se ales 5.50 6.00 els) -5.70 5.85 81.87 17.4 9.6 qs 2.09 15 1.6 3.4 3.5 Sel 
N (Ee) ee 5.50 6.00 S15 -6.22 5.89 80.49 15:8 95 7.4 2.00 1.8 1.8 4.3 4.8 3i5) 
D Sees 2 IES 5.50 6.00 5.80 -5.92 5.71 81.66 15.6 10.1 WES 2.14 1:9 2.0 3.9 3.0 3:2 
2001 J 1-3 3:0 18 5.25 S115 5.49 -6.06 5.29 82.36 14.4 9.1 Tel. 2.36 2.0 2.0 4.] Sa 3.0 
F ES}, PB ily 525 es 5.49 -6.94 5.05 80.78 14.3 8.5 7.6 DoT 2.0 1.9 3.8 3.8 35 
M tess} Pew) Tle! 4.75 3:25 4.99 -7.93 4.66 12S ISS eer 7.4 2.34 1.7 1:9 4.] 3.8 3:7 
A 1S e S608 2.3 4.50 5.00 4.74 -7.71 4.49 80.28 Seal Tee 2.36 1.9 2.4 - 4.3 3.5 
M esi SP) 4.25 4.75 4.67 -7.60 4.49 80.54 UIE eS) 7.8 2.45 2.0 Pi) Sal 3.8 4.0 
J tah “isiespas es) 4.25 4.75 4.49 -7.03 4.38 82.21 10:0 79 7.2 2.36 129 2.4 iy) 2.8 3.8 
J 1-35 2:62 4 4.00 4.50 4.24 -7.70 4.22 80.97 9.6 84 7.0 2.28 2a 2.4 33 2.6 3.3 
A Nesey PERS Ses 4.25 4.17 -8.28 3.96 80.18 SP) CHS fel 1.99 Zeal 2.3 25 2s 2:5 
S 1-3: 2-0992.3 325 S65) 3.49 -9.69 3.19 78.65 11.7 10.8 7.6 2.18 2.0 2.3 1.8 3S) 23 
O eS eos 22, 2.50 3.00 2.74 -10.59 2.45 78.28 12.0 10.8 9 lev 1.8 Zeal 2.5 1.4 25 
N 1-3 0.7) 1.7 2.00 2.50 2.60 -10.78 DENY 78.50 ieeeh aiehl 8.7 1.91 1.4 ihev LQ 0.6 3.0 
D 13 Ose 6 2.00 2.50 2.24 -10.94 2.08 78.33 14.2 14.0 7.6 1.93 ile! 1.6 2.4 1.0 3.3 
2002 J HES} ig} ass eS 22 99 -10.82 2.07 78.63 14.4 15.5 8.0 1.95 1.4 1.8 Ze 2.0 a 
F [3 le) ee (bie Peps 1.99 -11.07 2.16 77.84 12.6 15.4 Te 1.96 1.4 Za 1.1 1.5 3.4 
M 1-SieeS 2d PS DYES 1.99 -10.61 2.36 78.45 1272) 15:6 7.0 2.30 1.8 2.1 2 1.1 3.2 
A Hes ily ap) 2.00 2.50 2.24 -10.07 2.46 79.48 LS 2 6.9 Pr pse) re Dal 0.5 0.6 2.8 
M eS eOr 822) 2.00 2.50 225 -9.31 2.68 80.79 12.0 14.3 6.7 2.24 2.0 1.9 1.8 -0.3 2.4 
J eg) ike 2 Pe) PEAS 2.50 -9.12 2.78 80.99 HeXSy Bee 6.9 2p) 2.1 1.9 1.2 0.6 PAG 
J egy Lal 2.50 3.00 2.74 -10.40 2.88 Clea 13.9 14.9 6.8 2.28 2) 2.0, 7 OF 0.5 2.8 
A 1-3) pu2.0" 225 2.50 3.00 2.74 -9.68 3.09 78.90 14.4 15.3 6.8 2.18 DD, 2.4 1.4 3 3.0 
S j= 33 2:5 2.50 3.00 2.74 -10.27 2.90 77.97 e227, 6.2 2.18 Pa pa) 0.9 0.9 2.8 
O HERE Sh he Eo) 2250) 3.00 2.74 -10.06 2.83 78.63 ikea As; Sai 2.18 Dey 2.4 1.4 Dal al 
N 123943 Sal 2.50 3.00 2.74 -10.21 2.85 78.24 9.8 10.3 4.8 DAs 2h 3.0 Due 1.8 yes) 
D 1-3-3927 2.50 3.00 2.74 -9.80 2.83 79.24 Ted Sah Bu 2.09 33 2.4 1.6 2 1.9 
2003 J 1-3 4.5 3.3 2.50 3.00 2.74 -9.34 291 80.15 7.8 7.4 3.6 22 Bie, 2.9 1.6 the 1.9 
E 1-3 46 3.1 2.50 3.00 2515 -8.61 2.97 81.78 thah hS: 32 2.40 Bes 2.9 iD te a1 
M 1-3 43 2.9 2S) 3229 2.99 -7.72 3.28 83.22 65mab 372 2.50 Shall oFe | e/ 0.1 1.8 
A [3 307 221 3.00 3.50 3.24 -6.92 B35 85.07 TOP 2 3.0 2.28 2.8 2.1 21 -1.5 1.3 
M 123) 2:9) 238 3.00 3.50 3.24 -6.02 B27, 87.60 el ors 3.5 PYM! irs, DEP 1.8 -2.7 1.8 
J [23 20m 2a 3.00 3.50 3.24 -5.11 ey05 90.45 Oe By! 33 2.04 2.1 2.0 2.1 -3.7 1.4 
J 1-3 PEPE Nes: Das B25 2.99 -6.60 2.89 87.07 10.1 6.8 3.6 PUpae ed) i-9 22. Pe 2.1 
A 1-3) e209 lS 2A15 B25 3.00 -6.68 2.80 87.11 95 6.7 3 2.29 lef Lev 2.2 -2.6 231 
S [3 eel 2.50 3.00 Pes -5.93 2.64 89.52 8.4 6.6 35 2.15 1.8 1.9 1.4 -3.8 oP 
O 1-3) 6. 1:8 2.50 3.00 QS -4.85 2H 92.25 Tel 362 3.0 2.38 1.8 1.8 -5.2 2.7 
N 1-3 16 1.8 2.50 3.00 DTS -4.73 2518 92.54 8.6 6.9 2.38 1.8 LZ, -5.5 23 
D 2750) 3.00 25S -4.68 2.66 92.87 2.41 Zt 


* Indice de référence selon la nouvelle définition annoncée le 18 mai 2001 : IPC hors les huit composantes les plus volatiles, a savoir les fruits, les legumes, l’essence, le mazout, le gaz naturel, le transport interurbain, le tabac 
et les intéréts sur préts hypothécaires de méme que |’effet des modifications des impé6ts indirects sur les autres composantes de Il’ IPC 
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